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The imposition of income, sales and 
use taxes by municipalities is a trend 
of the last year that is growing in popu- 
larity. Cities are after new sources of 
revenue and finding it by levying these 
taxes. Every business man is interested. 
It will mean more book work, perhaps 
litigation. It’s a topic to be investigated 
by every alert taxman. It’s the subject 
of Edward Roesken’s article which is on 
the agenda for the October issue. * * * 


“Some Income Tax Problems of 
Actors” by Henry Cassorte Smith, a 
discussion of the income tax problems 
of entertainers which differ from those 
of the average taxpayer, W will also appear 
in the next issue. * * 


: : Editor 
Seymour S. Mintz goes into the a yg +e 
shadowy area, where the concepts of Waininetin Mtiner 
gift and income meet, in his article, Lyman L. Long 
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Personal Holding Company 


Sir: 


Tax Magazine in the June and August, 
1945, the May, 1946, 


very interesting articles on the subject of 


and issues carried 
capital gains in the personal holding company 
income which I have read and studied with 
a great deal of interest. On page 501, of the 
May, 1946, issue, you quote in a footnote a 
letter dated March 8, 1946, and signed by 
BE. % 


sioner, dealing with the method that should 


McLarney, Acting Deputy Commis- 


be followed in determining the total tax 
liability where a personal holding company 
is liable for a normal tax and surtax on net 
long-term capital gains at an effective rate 
the alternative tax rate of 


of less than 


twenty-five per cent provided by section 
117(c)(1) of the Code. 

The Bureau letter reads in part as fol- 
lows: “The simplest method of determining 
the total liability prescribed by the Code 
would first require a Chapter I computation 
and determination of the effective rate to 
which the net long-term capital gain would 
be subjected. The amount shown to be due 
woud be assessable as the Chapter I tax on 
Form 1120. 


tax computation is being made for the per- 


However, when the alternative 


sonal holding company return, the amount 
shown to be due may be reduced by the por- 
tion of the Chapter I tax attributable to the 
net long-term capital gain. The resulting 
figure should then be entered on line 28 of 
Form 1120H for 1945 as the personal hold- 
ing company surtax with respect to the ex- 
cess of net long-term capital gain over net 
short-term capital loss.” 

I agree that the Bureau method will de- 
termine the total tax liability under the cir- 
cumstances. The Bureau method, however, 
provides that the total tax liability is made 
up of a Chapter I tax to be reported on 
Form 1120 and a personal holding company 
tax to be reported on Form 1120H. To 
follow this method leads to a result which 
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I do not believe is consistent with the pro- 
visions of the Code. 


A personal holding company reporting on 
the cash basis is allowed to deduct in the 
vear of payment income taxes paid for the 
previous year in determining its Subchapter 
A net 
Company pays in 1946 an income tax of 


income. For example, if the ABC 
$75,000, for the year 1945, that amount is 
deductible as item 7 on Form 1120H in de- 
termining the Subchapter A net income for 
the year 1946. 
$75,000 is divided between an income tax of 
$27,000 and a personal holding company 


If, however, the total tax of 


surtax of $48,000, then the company may 
only use a credit in 1946 of $27,000, or a loss 
of $48,000. 


Section 117(c)(1) of the Code provides a 
tax in lieu of the tax imposed by Sections 
13, 14, 15 and 500. When it has been deter- 
mined that a lesser total tax is computed 
under the provisions of Section 117(c) (1) 
than would be computed under Sections 13, 
14, 15 and 500, I think the tax is properly 
an income tax; hence, is deductible in de- 
termining the Subchapter A net income for 
the year in which paid. In such a situation 
I believe that the personal holding com- 
pany is entitled to show the alternative tax 
as item 28 on page 2 and item 42 on page | 
of Form 1120. 


Detroit, MICHIGAN W. H. MErepDITH 


“TAXES” Before the Court 
Sir: 

You will be interested to note that the 
articles, “What Price Section 721 Relief for 
Manufacturers” by Paul D. Seghers (Octo- 
ber, 1944) and “Abnormal Income from 
Research and Development” by Joel Barlow 
Elpern (May, 1946) which 
appeared in your magazine, were cited by 


and George S. 


the Tax Court in its decision just promul- 
gated in the Rochester Button Company case. 
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int is WILLIAM 
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Ae \V ANY RELIEF CLAIMS, pursuant to 

a Section 722 and Section 721 of the In- 

fax Ol ternal Revenue Code, have foundered on the 

apany failure of the claimant to establish demand 

may § for its product. This article will first dis- 

is adit cuss the legal necessity under each of these 
sections for the proof of market demand, 
then elaborate various means in which this 

ides a | Proof may be successfully established. 

ctions - 

deter. | Necessity for Proof of Demand 

puted | in 722 Cases 

(c) (1) The largest number of 722 claims filed to 

ns 13, § date relates to Section 722(b)(4). In a few 

operly instances, relief has been established under 

; i that section merely by demonstrating a lower 

in de- : ai is ? 

3 cost of production attributable to some de- 
me lor velopment or change in method of opera- 
uation — tion. Generally, however, relief is predicated 

com- upon a demonstration of a larger volume of 
on 8 production or sales, attributable to the com- 
wait’ mencement of business, its development, 
— change of management, or product, and the 
like. Under the “push-back” rule generally 
‘DITH applicable to claims under Section 722(b) (4), 
the taxpayer determines the increase in his 
production and sales volume by projecting 
his production and sales ahead for two years 
beyond December 31, 1939. 
nat the The Treasury takes the position that in 
Sef tos such claims, proof of demand adequate to 
support the projected increase of production 
(Octo- J and sales is essential. 
e from Its argument is two-fold: 
Barlow (a) Unless the taxpayer establishes that 
) which § there was a market demand for the in- 
ited by creased volume attributable to the change 
and calculated by the push-back projection, 
promul- F. : 
it cannot be contended that such increased 
my case A volume could have been sold at a profit, and 
,: ¢ that the taxpayer failed to achieve normal 
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earnings because the commencement or change 
of character did not occur at an earlier date. 
Thus, the erection of an additional plant 
doubling the production capacity of a tax- 
payer does not of itself establish that a tax- 
payer’s earning power with its original capacity 
was abnormally low, if such taxpayer was 
incapable of selling more than the produc- 
tion of the original plant. Proof of demand 
is an essential of qualification for relief. 


(b) Proof of demand is also necessary in 
reconstruction of normal earnings unless 
such reconstruction is limited to a decrease 
in costs and expenses. In most 722(b)(4) 
cases, a mere reduction in cost does not give 
sufficient or adequate relief. It is essential 
to reconstruct earnings at a higher level 
predicated on a greater volume of gross 
revenue. This, in turn, implies an increased 
volume of sales, which can be established 
only if a supporting demand element is es- 
tablished. 


Thus, demand is essential both in qualifica- 
tion and reconstruction. 


Treasury's Position 


Nowhere is the Treasury’s position better 
put than in the respondent’s brief in the Tax 
Court case of National Grinding Wheel Com- 
pany v. Commissioner of Internal Revenue, 
Docket No. 110089. At the time this article 
was being written, the case had not yet been 
finally determined by the Tax Court. Ac- 
cordingly, we shall quote from this brief 
without commenting on the validity of the 
arguments put forth by the Treasury and 
for the limited purpose of making it possible 
for practicioners to foretell what arguments 
they will have to face. 

The petitioner was 
At the 


The facts are simple. 
a manufacturer of grinding wheels. 
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beginning of 1936, the petitioner had four 
kilns with a capacity of 1,296,000 pounds 
and five ovens with a capacity of 728,640 
pounds per year. By the end of 1939 the 
petitioner’s capacity in kilns was 1,944,000 
pounds and in ovens 2,296,800 pounds. 

The Treasury’s position is immediately 
made plain from the following requests for 
findings of fact: 

“Petitioner was at all times during the base 
period selling all it could sell with the num- 
ber of distributors it had (Tr. 109-110, 140- 
145, 202). The number of distributors and 
the territory covered were not increased 
during the base period.” 


“Petitioner, without additional distributors 
covering additional territory, in no year 
during the base period could have sold any 
more products than it actually sold.” 


The following arguments were advanced 
by the Treasury: 

“Petitioner intimated that with additional 
kiln capacity it could have sold the addi- 
tional product in 1936. The fact is that 
petitioner never sold the full amount it pro- 
duced. It always had large inventories of 
finished goods on hand at the end of the 
vear. These inventories averaged anywhere 
from 25% to 50% of the total goods pro- 
duced during the year. Additional sales 
could not be made unless the taxpayer en- 
larged its territory and added new distribu- 
tors. This was not done before or after any 
of the alleged changes.” 


“The assertions by petitioner’s officers that 
petitioner was selling all it could produce 
during the base period are not borne out by 
the facts. Petitioner maintained very large 
inventories of finished goods. If petitioner’s 
productive capacity was really being pushed, 
as petitioner claims, the large finished goods 
inventories would not have existed at the 
close of each of the base period years. The 
existence of those inventories throws addi- 
tional doubt upon petitioner’s assertions 
that its capacity for 1937 was strained to 
the limit because of the volume of orders. 
Not only was petitioner’s inventory of finished 
goods at the close of 1937 approximately 
33% of the cost of goods sold during that 
vear, but petitioner’s inventory of finished 
goods as of December 31, 1937 had increased 
by approximately $36,000 over the inventory 
as of December 31, 1936, or an increase in 
excess of 43% of the inventory at the close 
of 1936. Businesses which are pressed with 
orders do not ordinarily produce for stock; 
they produce for sales.” 


“The startling fact is that in the year 1937 
when kilns were supposed to have been 


804 


pushed to the limit and were said to have 
been used in an unsafe condition, unsold 
inventories of finished goods on hand at De- 
cember 31, 1937 amounted to $120,279.22, | 
and even more startling, this amount repre- 
sented an increase in finished goods on hand 
and in inventory over December 31, 1936 of 
$36,813.31. Thus in the best year petitioner 
ever had, it had over $120,000 of unsold 
finished goods on hand at the close of the 
year as against approximately $370,000 pro- 
duced for sale, and it produced in addition 
to the finished goods on hand at the be- 
ginning of that year approximately $37,000 
ot finished goods for its stockpile which it 
did not sell.” 


Inventory of Finished Products 


These arguments constitute an especially 
significant warning to practitioners to check 
the quantity of inventory of finished products 
at the end of each base period year and to 
explain the existence of large inventories. 


The argument of the Treasury is sum- 
marized thus: 


“Thus even if additional oven capacity as 
of the close of 1939 could be assumed to 
have existed earlier, the record is barren of 
facts to establish the poundage which could 
have been produced and sold. It is like- 
wise barren of any evidence to prove what 
poundage of vitrified wheels would have 
been displaced by the resinoid wheels.” 


The burden of proof contended for by the 
Treasury is thus stated: 


“Petitioner should show that its average 
base period net income is an inadequate 
standard of normal earnings and, in this 
case, that this inadequacy was due to a 
change in capacity for production or op- 
eration.” 


Insufficiency of Subjective Estimates 


The insufficiency of subjective estimates 
of sales capacity is urged as follows: 


“No facts to support an argument on this 
point have been introduced. 


“The facts that have been introduced indi- 
cate that in the opinion of petitioner’s own 
witnesses the actual average base period net 
income is an adequate standard of normal 
earnings. (Tr. 180-184, 193-195.) Further- 
more, there has been no testimony that the 
base period net income was not normal on 
the basis of the capacity as it existed on 
December 31, 1939. The only scintilla o! 
evidence on this subject is the statement 0! 
Mr. John T. Russ to the effect that in his 
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opinion in 1936 the petitioner could have 
sold the amount of goods that it had the 
capacity to produce in 1939. (Tr. 65.) This 
is merely the opinion of an officer of the com- 
pany who is naturally an interested party and 
covers only one year of the base period.” 


The Treasury further urges that the peti- 
tioner concedes the theoretical sufficiency of 
the government’s insistence on proof of de- 
mand. 


“Petitioner, in its brief at pages 14 and 15, 
makes the following statement: 


‘Therefore, if the Court is satisfied that 
during part or all of the base period, the 
petitioner sold substantially all of the goods 
which it produced, that it did increase its 
capacity for production, and that the prod- 
uct of increased capacity could have been 
sold; then, under a liberal construction of 
section 722, it must conclude that peti- 
tioner’s income was subnormal during the 
base period years ... .’ 


“Had petitioner proved all of the facts 
stated in the above-quoted paragraph, the 
conclusion stated might be correct.” 


The Treasury urges that the alleged ab- 
sence of proof of demand, i.e., selling capacity, 
defeated the petitioner’s proof of qualifica- 
tion for relief as well as its efforts to re- 
construct normal earnings. The Treasury 
asserts: 


“It is clear from all the evidence that the 
amount of sales that petitioner was able to 
get was the limiting factor in its business 
and that the addition of increased capacity 
during the base period did not cause its 
actual average base period net income to be 
an inadequate standard of normal earnings.”’ 


Concession of one element of proof of 
sales capacity appears in the following 
language: 

“A concern operating at capacity and sell- 
ing all that it produced would be expected 
to have relatively large inventories in process 
and relatively small inventories of finished 
goods. Particularly would this be true of 
a concern with a reasonably long production 
period.” 

Thus, the burden of proof which peti- 
tioners will be charged with by the govern- 
ment in Tax Court proceeding under Section 
722(b) (4), is clearly outlined. 


Without commenting on the applicability 
of these arguments to the specific facts of 
the case, it may be said that the theory back 
of the arguments has been sustained by the 
Tax Court in certain of its decisions, under 
Section 721, I. R. C. It will be interesting 
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to note what the Tax Court actually does 
with this case. 

How the burdens outlined in the govern- 
ment’s brief may be met, will be discussed 
in the latter half of this article. 


Necessity for Proof of Demand 
in 721 Cases 


In connection with Section 721, we have 
the advantage of possible reference to several 
actual Tax Court decisions. 

Under Section 721, the Regulations ex- 
plicitly call for an exploration of the demand 
situation. 

See Regulations 112, Section 35.721-3, viz: 


“To the extent that any items of net ab- 
normal income in the taxable year are the 
result of high prices, low operating costs, or 
increased physical volume of sales due to 
increased demand for or decreased competi- 
tion in the type of product sold by the tax- 
payer, such items shall not be attributed to 
other taxable years.” 

The validity of these Regulations was 
specifically attacked by the petitioner in Soa- 
bar Company v. Commissioner, 7 T. C. —, No. 
13, promulgated June 12, 1946 [CCH Dec. 
15,215]. 


Soabar Case 


In that case, the petitioner perfected cer- 
tain inventions, considerably prior to 1940. 
During the excess profits tax vears, its sales 
and profits increased a great deal more than 
the 125 per cent formula specified in Section 
721. The contention of the petitioner that 
the 125 per cent formula exhausted the ques- 
tion of general improvement in business con- 
ditions, and that the quoted Regulation was 
therefore invalid, was rejected by the Tax 
Court. 

However, the Tax Court did concede that 
the petitioner might have recovered if it had 
established that the increase in demand was 
attributable to conditions created by the 
taxpayer itself, as opposed to an increase in 
demand created by the war inflation. 

Thus, the increase in sales must be estab- 
lished by the petitioner in a 721 case to be 
due to market conditions which the tax- 
payer’s own peculiar contribution to the 
economic community brought about, and 
the free ride of the petitioner on a war- 
induced, inflationary demand must be contra- 
indicated. 

The position of the Tax Court is suc- 
cinctly stated in the following language from 
the Soabar opinion: 
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“Nothing inherent in the business brought 
about the change. This record indicates 
that business and a consequent increase in 
the demand for the petitioner’s products 
due, apparently, to the advent of war, the 
petitioner would not have had any net ab- 
normal income in 1940 and 1941. The peti- 
tioner, having a fully developed business, 
was able to take advantage of a greater de- 
mand for its regular line of products, which 
greater demand resulted from sources out- 
side the petitioner’s business. Its greater 
profits in the tax years came to it because 
of improved business conditions stimulated, 
apparently, by the prospect that the war then 
raging would or might soon involve this 
country. Congress intended the excess profit 
tax to apply to such increased or excess 
profits. 


“A case could be imagined in which the 
business normally to be expected from new 
patents or processes was still in the develop- 
ment stage in 1940 and 1941, so that a part 
of the increased profits of those years was 
not due to an increased demand resulting 
from war stimulated business but was merely 
the realization in those years of growth (in- 
crease in profits) that would have occurred 
under normal conditions if there had been 
no war. A part of such an increase, that is, 
a part of the net abnormal income of the 
tax vears, properly could be allocated to the 
earlier years in which the development of 
patents or processes occurred and was paid 
for, but this is not such a case. Cf. IV. B. 
Knight Machinery Co., 6 T. C. —, (3/19/46) 
[CCH Dec. 15,038].” 

The earlier the date at which the develop- 
ment of the invention was completed, the 
heavier the burden of proof of the petitioner 
in this respect. 


A Simple Means of Establishing 
Demand 


The Soabar case cited the Kuight case. 
The opinion in the latter case set forth a 
simple means of meeting the demand re- 
quirements of the Regulations quoted before. 

The theory of the Knight case is stated 
in its opinion as follows: 

“First, we know that no part of such in- 
come can be so attributed which was due 
solely to improvement in business condi- 
tions. Section 30.721-3 of the Regulations 
provides, among other things: 

¥ Thus, no portion of an item is to 
be attributed to other years if such item is 
of a class of income which is in excess 0! 
125 per cent of the average income of the 
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same class for the four previous taxable 
years solely because of an improvement in 
business conditions.’ 


“The parties are in agreement that: ‘Im- 
provement in business conditions and growth 
in the volume of sales for 1940 over the pe- 
riod 1936 to 1939, inclusive, is represented 
by the factor 2.6152. Therefore, applying 
this factor to petitioner’s net abnormal in- 
come of $72,053.61, we find that $44,501.76 
was due to improved business conditions 
and none of it can be attributed to prior 
years under the applicable statute and Regu- 
lations. This leaves $27,551.85 of petitioner’s 
net abnormal income which was not due to 
improved business conditions and which, we 
think, may fairly be attributed to the ex- 
penditures which petitioner made during the 
period 1936 to 1940 in bringing its machines 
Nos. 20, 30 and 40 to commercial produc- 
tion.” 

This factor was derived by the court as 
follows, according to the Findings of Fact: 

“The petitioner is a member of the Na- 
tional Machine Tool Builders’ Association. 
That Association compiles statistics on the 
sales of machine tools and is the only avail- 
able source for determining the sales of ma- 
chine tools manufactured in the United States. 
The Association gathered the statistics upon 
the sales of machine tools and attachments 
and accessories for such tools manufactured 
and sold in the United States during the 
vears 1936, 1937, 1938, 1939 and 1940 from 
reports on actual shipments thereof from 
machine tool manufacturers representing 85 
per cent of the machine tool manufacturing 
industry. Those statistics show that such 
sales (which include the sales made of ma- 
chine tools and attachments and accessories 
used in connection therewith manufactured 
by petitioner) for the years 1936, 1937, 1938, 
1639, and 1940 are as follows: 


1936 $133,000,000 
1937 195,000,000 
1938 145,000,000 
1939 200,000,000 


“Improvement in business conditions and 
growth in the volume of sales for 1940 over 
the period 1936 to 1939, inclusive, is repre- 
sented by the factor 2.6152, determined by 
cividing $440,000,000 by $168,250,000.” 


Limitations of Knight Theory 


This relatively simple method of solving 
the problem of distinguishing between self- 
generated demand and a demand attributed 
to the war boom, has several very definite 
limitations, among them the following: 
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A. It is so simple of application in cer- 
tain cases, that the Commissioner may at- 
tack the theory or attempt to limit it to a 
very narrow set of facts. 


B. In certain cases, the percentages may 
work out very unfavorably to the taxpayer. 


C. In certain cases, the percentages may 
not be fair. If the taxpayer started at a 
position below the level of its industry, it is 
manifestly unfair to measure its inherent, 
self-generated progress by the degree of 
progress of the industry in all cases. 


D. If the industry itself was in its infancy 
or depressed for unusual reasons, a limita- 
tion of relief attributable to the progress of 
the industry would not be fair. 


E. This method is available only in Sec- 
tion 721 cases. The Commissioner has re- 
jected it in Section 722(b)(4) cases because 
of the statutory prohibition of consideration 
of post-1939 facts. Whether this position 
will stand up in the courts is not yet certain, 
but for the time being it would be unwise to 
rely on mere formula methods of establish- 
ing demand in 722 cases. 


Methods of Proving Demand 
in Section 722(b)(4) Cases 


Projected demand under the Section 722 
(b)(4) two-year push-back rule for a new 
or improved product, or for an old product 
marketed under improved merchandising 
techniques, or for an increased volume of 
an old product made possible by increased 
capacity, can be established by either of 
two methods or—better yet—by both com- 
mined. The one method is field canvass. 
The second is an ex post facto market analysis. 


Field Canvass 


The Treasury will accept statements from 
customers of a manufacturer or wholesaler 
that, had such manufacturer or wholesaler 
offered his customers a new product de- 
veloped during the base period two years 
earlier than it was actually offered, or adopted 
a new merchandising policy two years earlier 
than was actually the case, the customers 
would have purchased a certain amount of 
the product in question during 1939. If re- 
plies are received from all of a taxpayer’s 
customers, or from a determinable sample, 
the total of their estimates may be taken to 
establish “pushed-back” demand for the tax- 
payer’s product or products as of the last 
year of the base period. 

Care must be exercised in framing the 
letter to a taxpayer’s customers so that it 
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will elicit answers acceptable to the Treasury. 
Unfounded and generous “guesstimates” by 
customers willing to assist a supplier in his 
tax troubles are not acceptable to the Treasury. 
Unacceptable, too, are customer letters which, 
at the direction of the supplier or his attor- 
ney, utilize the customers’ 1941 purchases as 
a basis for determining their 1939 purchases. 
A customer’s estimate of what his 1939 pur- 
chases would have been under the push-back 
rule must be based on what his market pos- 
sibilities and business needs were as of 1939. 
The letter of request sent by the supplier— 
or by the supplier’s attorney, or by the re- 
search organization that undertakes for the 
attorney preparation of the statistical part 
oi the relief claim—should be explicit in its 
directions to customers that they should 
base their estimates of “push-back” 1939 
purchases from the supplier on a thoughtful 
consideration of what their 1939 business 
was and of how larger purchases than they 
actually made from the supplier could have 
been accommodated. If this is not done, 
the Treasury itself may query some of the 
customers on their 1939 business, with em- 
barrassing consequences. 


Oversimplification of Field 
Canvass Technique 


Unfortunately, the field canvass customer 
letter technique can be oversimplified. To 
sustain such a canvass with reference to a 
product where pricing is volatile, demands 
a price analysis together with the market 
analysis. For example, there was recently 
offered for criticism a customer question- 
naire in which customers were asked to re- 
construct their demand in the fashion of 
greatly increased 1939 capacity on the as- 
sumption that prices were the same as those 
that obtained during 1939. The following 
quotation from the letter of comment il- 
lustrates the weakness of such procedure: 


“However, the questionnaire makes one 
assumption of fact which will prove unac- 
ceptable for the Bureau of Internal Revenue 
with consequent injury to the claim of the 
claimant. This assumption is set forth in 
‘Question 2’, where an estimate of purchase 
is requested at the 1939 list price of 25¢ a 
pound. 


“Suppose that through this questionnaire 
technique, claimant reconstructed sales of, say, 
100 million pounds for 1939, or $25,000,000. 
The Bureau will certainly assert, ‘As volume 
increases, unit prices tend downward. This 
tendency is particularly marked in the his- 
tory of the industry. Therefore, 
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we assert that had you achieved the volume 
claimed, you would not have procured more 
than 20¢ a pound for your product and that 
even if we grant your volume claims, we 
will concede dollar sales aggregating only 
$20,000,000.’ 

“On the other hand, if a price analysis is 
made and it is determined that the price of 
the product would have been (in the light of 
certain factors hereafter discussed) 20¢ a 
pound, then claimant could inquire of the 
customer what its demands would have been 
at the adjusted price. With the added in- 
centive of a reduced price, estimated volume 
would probably more than outweigh the unit 
price reduction. In this fashion, the com- 
pany might be able to reconstruct, say, 140 
million pounds of sales or a $28,000,000 sales 
reconstruction. 


“By arbitrarily assuming that the actual 


1939 list price was the normal one, the 
claimant is precluding itself from making a 
virtue out of a necessity and is placing itself 
in a position where the only adjustment 
could be downward. It would be better, 
frankly, to face the inevitable, analyze the 
price, assume a true and normal price, and 
thus gain more effective purchase estimates.” 


Sampling 


Another technical problem is that of sam- 
pling. Sometimes customers are so nu- 
merous that it is impossible to question 
every one of them. Mere arbitrary choice 
of sample will not be effective then. The 
sample must be chosen on the basis of 
scientific marketing methods. This requires 
a determination of the various factors that 
influence a market such as income levels; 
geographical, sex, age, educational and other 
determining elements. It must then be de- 
termined that the market sampled in the 
questionnaire accurately reflects a fair cross- 
section and an even distribution of the effec- 
tive factors controlling the market. 


A field canvass is almost always helpful 
in corroborating statistical market analysis. 
In some cases it is the only means of estab- 
lishing proof of demand. 


Market Analysis 


If a tax relief claimant actually had a mar- 
ket analysis made during the base period 
before launching a new product or under- 
taking a new technique of distribution, such 
analysis—free as it is of any taint of self- 
serving tax interest, and more likely to err 
on the side of conservatism than on that of 
over-optimism—is excellent evidence of the 
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demand factor that must underlie any claim 
for a reconstructed expansion of production 
and sales. An attorney whose tax relief 
client can produce such a market analysis 
from his files has a major element of his 
case pre-established for him. 


But base period market analyses ready to 
hand are, alas, the exception rather than the 
rule. Anyone who has worked on a series 
of 722(b)(4) cases is left amazed at the 
casual way in which, during the base period 
years, substantial investments were made in 
new productive capacity and in promoting 
new products, with no more than a “by- 
gosh-and-by-guess” idea of what market, if 
any, existed for the items thereby produced 
and offered for sale. Cases under Section 
722(b)(4) involve only the ventures that 
succeeded. One is left wondering about the 
many equally casual ventures that failed, 
but that could have been averted at their 
inception by competent market analysis. 


Ex Post Facto Analysis 


In most tax relief cases, demand for a new 
product, or for a product to which a new 
merchandising technique was applied during 
the base period, must be determined by e+ 
post facto market analysis. Such ex post 
facto analysis differs from current market 
analysis only in that field sampling of cus- 
tomer taste and opinion cannot be undertaken. 
(The customer letter technique, described 
above, of reconstructing 1939 demand under 
the push-back rule may, however, be viewed 
as a form of ex post facto field sampling.) 
No data relating to the period after Decem- 
ber 31, 1939 may be utilized. All pertinent 
base period data may be employed. 


Potential Demand 


Market analysis assumes and deals with 
two types of demand—potential demand and 
developed demand. Potential demand is the 
eventual total market that may be developed 
for a product, taking into consideration its 
uses, price, and special selling features, and 
taking into consideration also the presence 
upon the market of comparable competing 
products. There is no single market analysis 
technique for determining the potential mar- 
ket for any and every new product. Each 
product sets a new problem for the market 
analyst. He must locate the best statistics 
that relate to the possible markets for the 
product. If these figures are only indirectly 
related to the product he is studying—and 
this is usually the case—he must adjust and 
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qualify his raw statistics so that they do pro- 
vide answers to the questions posed to him. 


Developed Demand 


After he has determined the potential de- 
mand for a product, the market analyst has 
solved only part of the task assigned to him. 
Potential demand is developed into actual 
purchases of a product only by promotional 
and sales efforts. A number of variables 
influence this development of the market 
for a new product. There is often an initial 
consumer inertia to be overcome, which re- 
sults in a ratio of sales to promotional and 
sales effort that starts low but tends to rise. 
In other cases an initial limited avid market 
may be tapped and readily exploited, while 
further expansion requires more intensive 
effort and progresses more slowly. Some- 
times progressive widening of the market 
area is a factor to be taken into account; 
sometimes the market development involves 
a vertical progression through successive 
qualitative strata of demand. In certain 
cases there may be, within limits, a clear 
proportional relationship between sales and 
advertising expense; in other cases little 
correlation between the two can be traced. 
The market analyst rarely has a priori for- 
mulae to guide him in his analysis of the 
possibilities of demand development. He 
must check upon the sales organization and 
promotional program of the seller, probe 
the market histories of related products, 
calculate market trends, and establish mar- 
ket development curves that apply to his 
particular product. 


Reconstruction of Market 


The choice of correlative factors is the 
keystone of statistical reconstruction of 
market. 


In some cases where the taxpayer did 
have some adequate experience during the 
base period, it is possible to reconstruct 
largely on the basis of a projection of the 
trend line enjoyed by the taxpayer. For 
example, if each year marked an improve- 
ment of twenty per cent over the preceding 
year, if this improvement defies general 
economic conditions (i.e., persisted in 1938 
over 1937 notwithstanding the general 1938 
slump) and if there is no sign of a flattening 
of the accelerated sales curve, then the curve 
may be projected. 


However, there are limitations on this. 
projection. First of all, standing alone, it 
may not be acceptable to the Treasury. It 
may have to be corroborated by a field can- 
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vass or by the development of correlative 
factors based on the earlier growth of a 
comparative product. 


In cases where the commencement of busi- 
ness or change occurred very late in the base 
period, it is entirely possible that there was 
ro satisfactory trend which could be demon- 
strated for the period prior to January 1, 
1940. During the base period the ground- 
work may have been laid without any of the 
fruit ripening. The trend may have been 
statistically invisible. In such cases a tax- 
payer is relegated to the use of the field can- 
vass or a comparable growth curve correlated 
with the factors present in the case of the 
particular product or company in question. 


Market Correlation 


Correlation can best be explained by ex- 
amples. Suppose a company developed a 
very remarkable new pharmaceutical prod- 
uct late in the base period. It was just 
setting into production during the base pe- 
riod and no substantial market had been 
established. The trend line cannot serve as 
a basis. How will the market be recon- 
structed? 


The first step would be to determine a 
classification of product. In an ethical phar- 
maceutical field this might be a four-fold 
classification, naanely: 

(a). Multi-use non-competitive pharmace- 
uticals. 

(b) Single-use non-competitive pharmace- 
uticals. 

(c) Multi-use competitive pharmaceuticals. 

(d) Single-use competitive pharmaceuticals. 


The market analyst would then, through 
statistical resources, identify various earlier 
products which hade demonstrated growth 
and which fall into the various categories 
mentioned. For each of such older products 
the factors that controlled the rate of growth 
would be determined and correlated with 
actual experience. For example, with a non- 
competitive multi-use pharmaceutical, it 
might be determined that growth depended 
upon the degree of scientific recognition es- 
tablished through reports on the product in 
medical journals to which the market—the 
medical practitioner—looked for guidance in 
the purchase of pharmaceuticals together 
with the added factors of sums spent on pro- 
motional activity, chiefly advertising in medical 
jcurnals and for compensation of detail men 
who interviewed physicians and explained 
the function of the drug to them. It was 
established that each of the four types of 
products mentioned had experienced a sales 
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growth curve related to the factors of medi- 
cal publication and promotional expenses in 
a distinctive fashion which could be measured 
in terms of an algebraic formula. Having 
determined sales reaction to these factors in 
a mathematical relationship, it was then 
relatively simple to establish the degree of 
scientific medical journal recognition and 
amount of promotional expenditures in the 
case of the new product and thus to estab- 
lish a growth curve which could be projected 
for two years under the push-back rule in 
order to develop a reconstructed level of 
1939 sales. 


Sales Factor in Cosmetic Industry 


In the case of a cosmetic product, an ef- 
fort was made to correlate the sales of various 
established products with all influential factors 
such as income levels, sex, age, geographical 
distribution, promotional expenditures, re- 
tail outlets and the like. It was discovered 
that these factors in the aggregate did not 
correlate exactly with actual experience. Thus, 
no sales factor could be set up scientifically. 
After considerable experimentation, it was 
found that if the factor of average tempera- 
ture was added to the algebraic formula, 
the equation could be worked out perfectly. 
Having developed the equation for the particu- 
lar type of production, the same equation 
could be applied to the factors surrounding 
the new product and reconstructed sales 
developed. 


Correlation of Electronic Product 
and Radio Broadcasting 

Another instance of such correlation was 
the development of a comparison between a 
new type of electronic product and radio 


broadcasting. First it was established that 
the basic factors controlling the market for 
the new product were the same as those con- 
trolling the sale of radio receivers. Then 
the history of the radio industry was traced 
and the exact weight for various factors, 
such as advertising expenditures, broadcast- 
ing stations, national income and the like, 
was determined. Having established a cor- 
relation factor, this factor was then applied 
to the new product and sales were recon- 
structed. 

With appropriate adjustments, the auto- 
mobile industry can be used as a compara- 
tive to the airplane industry. Of course, 
different factors of average unit cost, safety, 
traffic facilities and the like, would have to 
be adjusted and discounted scientifically in 
order to establish a proper equation. 
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Acceptable Procedures 


Take these techniques that a market analyst 
would use today to determine the potential 
and development demands for a currently 
new product or merchandising technique, 
apply them to market data for the period 
ending December 31, 1939, and you have 
the procedures acceptable to the Treasury 
for establishing the demand factors that 
must underlie any two-year projection of 
expanded production and sales under the 
Section 722(b)(4) push-back rule. Data 
subsequent to December 31, 1939, may not 
be introduced to establish projected demand 
hecause, according to Treasury theory, such 
data might be colored by the market ab- 
normalcies of the war era, many of which 
manifested themselves as early as 1940. But 
an ex post facto market analysis based on 
data for the years through 1939 is presump- 
tively free of this taint, and hence is a sound 
basis for projection of “normal” demand. 


Expert Testimony 


The tax practitioner should not permit 
himself to feel overwhelmed or discouraged 
by the apparent magnitude of the problem. 
For one thing, market analysis has been an 
element of American industry for many years 
and has achieved a high degree of expert- 
ness. Millions of dollars are spent in the 
development and promotion of new products 
or changes in methods of distribution, in 
sole reliance upon market analysts. Many 
of our largest corporations maintain expen- 
sive marketing departments. If the science 
of market analysis is good enough to justify 
these huge expenditures. it is good enough 
for relief purposes, if effectively emploved. 


Guggenheim Decision 


While mathematical accuracy is often pos- 
sible, it is not essential. See Guggenheim v. 
Helvering, 117 F. (2d) 469 (CCA-2, 1941) 
[41-1 ustc § 10,022]. There it was held that 
in the absence of an exact formula or fixed 
rule covering valuation, expert testimony 
was in order and analogies were permissible. 
The court pointed out that this principle ap- 
plied in other fields of law besides valuation 
cases. Said the court: 


“The law is not so helpless; situations 
again and again present themselves where, 
after all shifts are exhausted, rather than 
permit certain injustice. a tribunal will make 
the best reckoning that the facts admit though 
fully conscious of its infirmities. Trials to a 
jury abound in such instances and custom 
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has long indurated us to them. 
preme Court has recently recognized the 
propriety of so proceeding in other connec- 


The Su- 


tions. Sheldon v. Metro-Goldwyn Pictures 
Corp., 309 U. S. 390, 60 S. Ct. 681, 84 i. EAA. 
825; Palmer z v. Connecticut Railway & Light- 
ing Co., 61 S. Ct. 379, 85 L. Ed. —. In the 
appraisal of property for taxation courts 
have also escaped from the same dilemma by 
allowing themselves the necessary latitude. 
Helvering v. Taylor, 293 U. S. 507, 55 S. Ct. 
287, 79 L. Ed. 623 [35-1 ustc J 9044]; Cohan 
v. Commissioner, 39 F. (2d) 540 (CCA-2) 
[2 ustc $489]; Conrad & Co. v. Commis- 
sioner, 50 F. (2d) 576 (CCA-1) [1931 CCH 
{ 9395]; Davidson v. Commissioner, 60 F. (2d) 
50 (CCA-2) [1932 CCH 9409]; B. F. Sturte- 
vant Co. v. Commissioner, 75 F. (2d) 316, 323, 
324 (CCA-1) [35-1 ustc § 9093]. The Board 
made no allowance for these factors, ap- 
parently supposing that the taxpayer was 
bound to show noi only that the deficiency 
assessed against her was wrong, but by how 
much. The cases just cited hold the con- 
trary, and so too do Sioux City Stock Yards 
Co. v. Commissioner, 59 F. (2d) 944 (CCA-8) 
[1932 CCH ¥ 9369]; Laird v. Commissioner, 
85 F. (2d) 598, 600, 601 (CCA-3) [36-2 ustc 
©9455]; and Clements v. Commissioners, 88 
F. (2d) 791, 793 (CCA-8) [37-1 ustc J 9192]. 


Other Court Decisions 


See also Safe Deposit and Trust Company 
of Baltimore, Executor v. Commissioner, 35 
BTA 259 (1937) [CCH Dec. 9549], aff'd. 95 
F. (2d) 806 (CCA-4, 1938) [38-1 ustc 
§ 9240]; Cantine v. Commissioners, 18 BTA 
1109, 1117 (1930) [CCH Dec. 5818]; Couzens 
v. Commissioner, 11 BTA 1040, 1162, 1164, 
1165 (1928) [CCH Dec. 3931]. The testi- 
mony of an expert, standing alone, assuming 
that such an expert is duly qualified, may 
stand as the necessary evidence. In Sin- 
clair Refining Company v. Jenkins Petroleum 
Processing Company, reported in 289 U. S. 
689 at page 698, the Court states: 

“At times the only evidence available may 
be that supplied by testimony of experts as 
to the state of the art, the character of the 
improvement, and the proper increase of 
efficiency or saving expense.” 

In the same case, at page 697, the Court 
states: 

“A patent is a thing unique. There can 
be no contemporaneous sales to express the 
market value of an invention that derives 
from its novelty its patentable quality. 

The law will make the best appraisal that 
it can, summoning to its service whatever 
aids it can command.” [The End] 
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..... TAX TRENDS IN TH} 


A TREND throughout the states impos- 
ing income taxes toward the use of the 
“Massachusetts formula” in the allocation 
of corporate net income taxes, which began 
a little more than a decade ago, resulted in 
the adoption of that formula by five of the 
eight Western states which impose such 
taxes. A sixth state employs a modified 
form of this formula in the allocation of the 
net income of manufacturing companies. 


In the field of property taxes, the general 
uniformity in the taxing systems of the 
eleven westernmost states has been supple- 
mented during the past decade by a trend 
toward the exemption of intangibles from 
such ad valorem taxation. 

An examination of the dates of the enact- 
ment of sales and use tax laws indicates that 
sales taxes were first imposed in four of the 
Western states in 1933 and in three addi- 
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tional states in 1935. With the exception of 
Washington, where the sales and compen- 
sating use taxes were first imposed simul- 
taneously, the exaction of use taxes in the 
remaining states which impose use taxes did 
not take place until from one to six years 
after sales taxes had been in effect. 


During recent years the West has from 
time to time been a proving ground to test 
the validity of new types of taxes. For in- 
stance, the compensating or use tax, a com- 
plement of the sales tax, received its first 
tests in state and federal courts in the State 
of Washington, prior to consideration of the 
validity of the tax by the Supreme Court of 
the United States. Also, in a case originat- 
ing in California, the Supreme Court ruled 
that a corporation engaged in interstate 
commerce which had general agents in that 


September, 1946 @ TAX ES—The Tax Magazine 








CH 


tion of 
ympen- 
simul- 
in the 
xes did 
: years 


s from 
to test 
For in- 
a com- 
ts first 
e State 
1 of the 
‘ourt of 
riginat- 
rt ruled 
terstate 
in that 





agazine 








state was subject to collection of the state 
use tax. 


The application of a state net income tax 
to an unlicensed foreign corporation en- 
gaged in interstate commerce with respect 
to the taxing state has likewise had its first 
definite test in one of these Western states. 


Income Taxes 


Eight of the eleven Western states impose 
income taxes upon individuals and corpora- 
tions. Nevada, Washington and Wyoming 
are the three which do not exact such taxes 
today. Nevada and Wyoming have not im- 
posed such taxes. Provisions for an indi- 
vidual income tax, presented to the 1933 
Special Session of the Wyoming Legisla- 
ture, were not enacted. 


In the State of Washington, a net income 
tax was levied on individuals and fiduciaries 
by Chapter 178 of the Laws of 1935, but 
this was held unconstitutional in Bronson v. 
Henneford et al., 185 Wash. 209, 53 P. 2d 
607, in 1936. The corporate net income tax 
law, enacted by Chapter 180 of the Laws of 
1935 as Title 17 of the Revenue Act, was 
ruled unconstitutional in Petroleum Naviga- 
tion Company v. Henneford et al., 185 Wash. 





495, 55 P. 2d 1056, also decided in 1936. 
Several years earlier, a net income tax levied 
by Initiative Measure No. 69, adopted No- 
vember 8, 1932, and effective December 8, 
1932, was held unconstitutional by the 
Washington Supreme Court in McKale’s, 
Inc. et al. v. State Tax Commission and 
Culliton et al. v. State Tax Commission, 174 
Wash. 363, 25 P. 2d 81, decided in 1933. 


Graduated Rates 


All of the states in this group which im- 
pose net income taxes on individuals make 
use of graduated rates, employing brackets 
with rates which may be as low as one per 
cent or as high as eight per cent. The low- 
est rates are to be found in New Mexico, 
where one per cent appears in the first 
bracket as applicable to taxable amounts up 
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to $10,000 and a four per cent rate is applied 
to taxable amounts in excess of $100,000. 


Arizona and Idaho are the only states in 
this group which impose net income taxes 
upon corporations at graduated rates. The 
Arizona rates range from one per cent to 
five per cent, while the Idaho rates are from 
one and one-half per cent to eight per cent. 
In the remaining states, the following flat 
rates are employed: California, four per cent 
(the amount payable for taxable years be- 
ginning in 1944 to 1947 being eighty-five per 
cent of the amount so computed); Colorado, 
four per cent; Montana, three per cent; New 
Mexico, two per cent; Oregon, eight per 
cent; and Utah, three per cent. 

Minimum rates are applied to the net in- 
come of corporations in four states: Cali- 
fornia, $25 (reduced to eighty-five per cent 
of this amount for taxable years beginning 
in 1944 to 1947); Montana, $5; Oregon, $10; 
and Utah, $10. ~- 


‘Massachusetts Formula’: 


In the allocation of income of corpora- 
tions, the “Massachusetts formula” is em- 
ployed by five states: California, Idaho, 
Montana, Oregon and Utah. This formula 
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takes into consideration three factors: (1) 
property, (2) payroll and (3) sales or gross 


receipts. The net income is divided into 
three parts, and a fraction is applied to each 
third according to the relation of each of 
the three factors within the state to its total 
represented everywhere. 


In Arizona, a modified form of this for- 
mula is applied to manufacturing companies, 
the cost of manufacturing being substituted 
for the payroll factor. Taxpayers not con- 
ducting manufacturing operations allocate on 
the basis of the remaining two factors— 
property and sales within and without the 
state. 

Colorado makes use of two factors in the 
allocation of corporate net income to the 
state—the average investment in Colorado 
real and tangible property, as compared 
with the average total investment in such 
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Lumber in a California yard and . .. a tax 
on net income, derived from sources 
within the state 


property everywhere and the revenue or 
gross sales for delivery within Colorado and 
sales to a Colorado principal, as compared 
with the revenue or gross sales everywhere. 

California imposes two four per cent net 
income taxes upon corporations which are, 
however, applied to different types of com- 
panies. 

The first, a franchise tax measured by net 
income derived from business done in the 
state, is imposed for the privilege of doing 
business there by the Bank and Corporation 
Franchise Tax Act under Laws of 1929, 
Chapter 13, as amended. This is applied 
primarily to California banks and corpora- 
tions and to foreign corporations which 
have obtained authority to do business in 
the state. 


California Corporation 
Income Tax Act 


The second of these net income taxes is 
levied- under the Corporation Income Tax 
Act, enacted by Chapter 765, Laws of 1937. 
It is a tax on the net income, derived from 
sources within the state, of corporations 
whose net income is not taxable under the 
Bank and Corporation Franchise Tax Act 
of 1929. Thus, those corporations, domestic 
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and foreign, whose entire income from 
sources within the state is included in the 
measure of the Bank and Corporation Fran- 
chise Tax, are not taxable under the Cor- 
poration Income Tax Act and need not file 
returns thereunder. On the other hand, 
holding companies and other companies au- 
thorized to do business in California, but 
in fact doing no business there within the 
contemplation of the Bank and Corporation 
Franchise Tax Law, and foreign corpora- 
tions carrying on business between Califor- 
nia and other states or foreign countries 
exclusively in interstate commerce and en- 
gaging in no other activities in the state, 
are not subject to the Bank and Corpora- 
tion Franchise Tax as measured by net in- 
come. Accordingly, if such corporations 
derive income from sources within Califor- 
nia, such income is regarded as taxable un- 
der the Corporation Income Tax Act. 


This Corporation Income Tax Act is al- 
most unique in that it contains provision 
for the imposition of a tax upon net income 
derived from sources within the state, which 
specifically includes “income from tangible 
or intangible property located or having a 
situs in this State and income from any 
activities carried on in this State, regardless 
of whether carried on in intrastate, inter- 
state or foreign commerce.” Only one other 
state’s income tax likewise purports to tax 
interstate and foreign commerce receipts 
directly. This is the Minnesota Income Tax 
Law, Chapter 405, Laws of 1933, as amended, 
which contains a provision making the act 
applicable to domestic and foreign corpora- 
tions, not otherwise taxable, “which own 
property within this state or whose business 
within this state during the taxable year 
consists exclusively of foreign commerce, 
interstate commerce, or both.” 


California Litigation 


The California Income Tax Act, although 
enacted in 1937, has not until recently been 
the subject of litigation. This law was up- 
held in March, 1944, in West Publishing 
Company v. McColgan, by the California Su- 
perior Court. There the tax was ruled pay- 
able by an unlicensed foreign corporation 
with salesmen operating from offices in the 
state, who solicited orders in interstate com- 
merce and who also effected collections and 
adjustments of complaints of local custom- 
ers. Upon appeal, the California Supreme 
Court has affirmed this judgment in an opin- 
ion rendered February 27, 1946, and re- 
ported at 166 P. 2d 861. This appears to 
be the only decision of the highest court 
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of a state upholding the levy of an income 
tax directly upon an unlicensed foreign cor- 
poration engaged in interstate commerce. 
An appeal was filed in the Supreme Court 
of the United States on May 23, 1946, 
Docket No. 1255 being assigned. On June 
10, 1946, the Supreme Court granted a mo- 
tion to afirm and affirmed the judgment of 
the California Supreme Court, without opin- 
ion. It may be noted, parenthetically, that 
1 ruling contrary to that of the California 
Supreme Court was rendered in 1937 by the 
Supreme Court of Oklahoma in Curlee Cloth- 
ing Company v. Oklahoma Tax Commission, 
68 P. 2d 834, where it was held that an un- 
licensed foreign corporation could not be 
taxed upon income derived wholly from in- 
terstate business. 


Franchise Taxes 


Six Western states— Colorado, Idaho, 
New Mexico, Oregon, Washington and 
\Vvoming — impose franchise taxes upon 


corporations. 


\s to their domestic corporations, Colo- 
rado, Idaho, Oregon and Washington base 
the tax upon authorized capital stock, with- 
out allocation, while New Mexico uses as its 
base the issued capital stock represented by 


property and business in the state. Wyo- 
ming bases its tax on domestic corporations 
upon the portion of capital, property and 
assets located and employed in that state. 

With regard to foreign corporations, Idaho 
and Washington are the only states in this 
group which level franchise or license taxes 
against such corporations based upon au- 
thorized capital stock. 

In Idaho, the authorized capital stock is 
specifically made the base by statute, with- 
out an allocation’s being provided. This ex- 
action was upheld in 1913 in Northern Pac fic 
Railway v. Gifford, 25 Idaho 196, 136 Pac. 
1131, writ of error dismissed, 235 U. S. 711. 
However, in 1924, the Supreme Court of the 
United States ruled invalid an Ohio fran- 
chise tax imposed upon foreign corporations 
on the proportion of the number of shares 
of authorized common stock represented by 
property owned and business transacted in 
that state in Air-Way Electric Appliance 
Company v. Day, 266 U. S. 71. Since that 
time “authorized capital stock” has been 
employed by few states as the basis of an 
annual franchise tax or license fee. The 


Idaho fees range from $10, where the au- 
thorized capital stock is $5,000 or less, to a 
maximum of $150, where the authorized 
stock exceeds $2,000,000. 


The fact that the 






A Western corporation assembly line reconverting from wartime products to peacetime 
wares and . . . increasing tax revenues for the local government 































A Western States’ plant making illuminating gas and 


tax, as applied to most foreign corporations, 
is nominal may account for the lack of liti- 
gation, since the rendering of the Air-Way 
decision, to test the constitutionality of the 
fee, coupled with the possibility that, in the 
event of its being held invalid, a franchise 
or license fee resulting in higher payments 
might be substituted. In Idaho the con- 
tinued use of authorized capital stock as the 
basis of the fee of foreign corporations is, 
therefore, contrary to the general trend 
throughout the states. 


Authorized Capital Stock 


A somewhat similar situation obtains in 
the State of Washington. There, the annual 
license fee, as applied to the authorized capi- 
tal stock of a foreign corporation, was held 
invalid in 1929 in Cudahy Packing Company 
v. Hinkle, 278 U. S. 460. The law was imme- 
diately revised by the legislature so as to 
make the base, as applied to a foreign cor- 
poration, the proportion of the “capital 
stock” represented or to be represented by 
its property and business in this state to be 
ascertained by comparing the entire volume 
of business with the volume of intrastate 
business in the state. The tax has, however, 
been administered so that the words “capi- 
tal stock” in the statute have been regarded 
as equivalent to the authorized capital stock. 
Thus, the use of such a base, even though 
allocation is provided, is also contrary to 
the general trend of the enforcement of fran- 
chise and license taxes in the various states. 

In Colorado, the base of the annual license 
tax of a foreign corporation is “according to 
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tax revenue 


that portion of its capitalization which is 
represented by its corporate capital, prop- 
erty and assets located and employed in 
Colorado.” In practice, “capitalization” in 
this connection is treated as relating to the 
corporation’s outstanding capital stock, allo- 
cation of that amount being made accord- 
ing to the relation between Colorado assets 
and total assets. The New Mexico statute 
bases the annual license tax upon the issued 
capital stock represented by property and 
business in that state, allocation being made 
in the relation which the total property and 
business in New Mexico bear to the total 
property and business in and outside of that 
state. 


The Wyoming license tax, as to a foreign 
corporation, is, by statute, based upon “that 
portion of its corporate property and assets 
located and employed in Wyoming.” In 
practice, this is taken to mean that the tax 
is to be based upon the value of the actual 
investment in property employed in the 
state. 

Oregon provides for a flat fee of $200 for 
the annual license of foreign corporations. 


Property Taxes 


There is perhaps greater uniformity in the 
property tax systems of the Western States 
today than in any other group in the United 
States. 

In eight of these states there is a single 
assessment of property for state, county and 
municipal purposes. The assessment is made 
by a county official, usually the county as- 
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sessor, and payment of the taxes is made to 
a county official, usually the county treas- 
urer. Such is the situation in Colorado, 
Idaho, Nevada, New Mexico, Oregon, Utah, 
Washington and Wyoming. It is the situa- 
tion in Arizona also, except for Phoenix, a 
special charter city, which has its own sys- 
tem for the assessment and collection of 
municipal taxes, state and county taxes in 
that city being assessed and collected by the 
county assessor and county treasurer, re- 
spectively. Montana, one of the two re- 
maining states, might conceivably be added 
to this group, since in that state there is but 
one assessment for state, county and mu- 
nicipal purposes and payment of such taxes 
is made ordinarily to the county treasurer, 
save that in certain cities city taxes are pay- 
able to the city treasurer if so provided by 
ordinance. Thus there is almost unbroken 
uniformity in the ad valorem tax systems 
of ten of the eleven westernmost states. 


In California, where there is no state 
property tax levied at the present time, the 
assessment of property by the county as- 
sessor serves as the basis for the county 
levy and, where adopted by a municipality, 
for that municipality’s property tax levy 
also. In the other municipalities of Califor- 
nia, a separate assessment is made by mu- 
nicipal officials for municipal property tax 
purposes. County property taxes are col- 
lected by the county tax collector, who in 
some cities also collects the city property 
taxes, while in the remaining cities a city 
official collects the city property taxes. 


Low Rates 


The property tax rates in the westernmost 
states, when the percentages of assessed val- 
uation applied are considered, are not high 
when compared with other sections of the 
country. In the larger cities, the combined 
rates for: state, county and municipal pur- 
poses, may be expected to range approxi- 
mately as follows, the material in parentheses 
indicating the general range of valuations 
employed: Arizona—$34 to $74 (forty 
per cent to sixty per cent); California—$28 
to $60 (thirty-three to eighty per cent); 
Colorado—$44 to $68 (thirty per cent to 
100 per cent); Idaho—$38 to $93 (twenty- 
five per cent to seventy-five per cent) ; Mon- 
tana—$66 to $130 (seven per cent to 100 per 
cent, depending upon type of property un- 
der statutory classifications); Nevada—$21 
to $50 (thirty-three per cent to 100 per 
cent); New Mexico—$22 to $45 (twenty per 
cent to 100 per cent); Oregon—$35 to $94 
(forty per cent to sixty-seven per cent); 





Utah—$25 to $56 (fifty per cent to seventy 
per cent); Washington—$34 to $66 (twenty- 
five per cent to fifty per cent); Wyoming— 
$30 to $48 (forty per cent to 100 per cent). 


Taxation of Intangibles 


The trend in these states has been toward 
the exemption of intangibles from ad valorem 
taxation. Such an exemption obtains in six 
states today. The earlier exemption in Ari- 
zona, Oregon, Utah and Washington, has 
been followed during the past decade in 
Colorado and Nevada. 


In Arizona, where intangibles had not 
previously been assessed, the legislature, in 
1933, provided for the taxation of intangi- 
bles under the Intangible Property Tax Act 
of 1933, which classified intangibles for tax- 
ation at comparatively low rates. This law 
was held invalid in 1934 in State Tax Com- 
mission et al. v. Shattuck et al., 44 Ariz. 379, 
38 P. 2d 631. Subsequently in 1938 it was 
held that intangibles were not subject to 
taxation under the revenue laws of the state 
in Maricopa County et al. v. Arizona Lodge 
No. 2 F. & A. M. et al., 52 Ariz. 329, 80 P. 
2d 955. 

The Colorado Income Tax Law of 1937 
provided for the exemption of all intangible 
personal property from ad valorem taxation. 


A constitutional amendment adopted in 
Nevada in 1942 exempts from taxation shares 


California vacuum cleaners readied for the 
market and . . . the state retail sales tax 
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of stock, except shares of stock in banking 
corporations, bonds, mortgages, notes, bank 
deposits, book accounts and credits, and se- 
curities and choses in action of like char- 
acter. 


In Oregon, intangible personal property 
is generally exempt from ad valorem taxa- 
tion, the income therefrom being subject to 
the corporate excise tax or to the personal 
income tax. 


Intangible property is exempted in Utah 
from ad valorem taxation. The statute indi- 
cates that the exempted property embraces 
“money, credits, bonds, stocks, representa- 
tive property, franchises, good will, copy- 
rights, patents, or other things commonly 
known as intangibles.” 


In the State of Washington, the following 
items are exempted from ad valorem taxa- 
tion: “All monies and credits including 
mortgages, notes, accounts, certificates of 
deposit, tax certificates, judgments, state, 
county and municipal bonds and warrants 
of other taxing districts, bonds of the United 
States and of foreign countries or political 
subdivisions thereof, and the bonds, stocks 
or shares of private corporations.” 

California exempts certain intangibles from 
property taxation. These include notes, de- 
bentures, shares of capital stock, bonds, 
deeds of trust, mortgages, and any interest 
in such property. “Solvent credits” are 
taxed at one-tenth of one per cent of their 
actual value. They are defined as “all cred- 
its except notes, bonds and debentures.” 


Non-Exempt. Items 


While the Utah statutes do not mention 
intangible property generally as being spe- 
cifically taxable, stocks and bonds are so 
mentioned. Capital stock of corporations, 
however, is exempted to the amount actually 
invested in or represented by property which 
has been assessed. Deposits in national and 
state banks and savings banks and trust 
companies are specifically exempted. 


In the remaining states—Montana, New 
Mexico and Wyoming—it may be doubted 
if intangibles are generally reached to any- 
thing like the extent to which real estate and 
tangible property are assessed. 


Montana provides for the assessment of 
monies and credits at seven per cent of 
true and full value. In a 1943 decision, the 
Montana Supreme Court ruled that intangi- 
bles arising in Montana from business car- 
ried on by a Montana company, a wholly 
owned subsidiary of a Delaware company of 
the same name not transacting business in 


818 


Montana, which were purchased by the 
parent company, were taxable in Montana 
to either company. (Commercial Credit Com- 
pany v. O’Brien, 146 P. 2d 637, appeal dis- 
missed, 65 S. Ct. 75.) 


In New Mexico, the law specifically pro- 
vides that intangible property is to be sub- 
jected to taxation. Where the property of 
any firm, association or corporation is as- 
sessed in its name, whether specifically or 
by valuation of shares, the separate interests 
of the partners, associates or stockholders 
are not to be assessed against the owner. 


In Wyoming, shares of stock of corpora- 
tions, whether domestic or foreign, when 
owned by an actual resident of the state, 
except shares of stock of national or state 
banks, or loan and trust companies, are ex- 
empt from the property tax. Ordinary busi- 
ness corporations doing business in the state 
are required to be taxed upon property 
owned and situated within the state, and it 
is provided that the capital stock of the 


corporations is not to be taxed to them or 
any others. 


Test of Constitutionality 


The State of Utah contributed to writing 
the history of the development of the taxa- 
tion of intangibles for inheritance tax pur- 
poses in 1942, when the Supreme Court of 
the United States upheld the decision of the 
state’s Supreme Court in State Tax Com- 
mission of Utah v. Aldrich et al., 62 S. Ct. 
1008, 316 U. S. 174. There it was said that 
“there is no constitutional rule of immunity 
from taxation of intangibles by more than 
one state. In case of shares of stock juris- 
diction to tax is not restricted to the domi- 
ciliary state. Another state which has ex- 
tended benefits or protection or which can 
demonstrate ‘the practical effect of its power’ 
or sovereignty as respects the shares may 
likewise constitutionally make its exaction.” 
It was held that Utah was not precluded by 
the Fourteenth Amendment to the United 
States Constitution from imposing a tax 
upon a transfer by death of shares of stock 
in a Utah corporation, which formed part 
of the estate of a decedent who was domi- 
ciled, at the time of his death, in New York 
and there held the certificates representing 
the shares. This decision specifically over- 
ruled the 1932 decision of the Supreme Court 
of the United States in First National Bank 
of Boston v. Maine, 284 U. S. 312, where it 
had been held that but one state, that of a 
decedent’s domicile, might impose an inheri- 
tance tax upon shares owned by the dece- 
dent in an incorporated company. 
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Retail Sales Taxes 


Of the twenty states which impose retail 
sales taxes, seven are to be found among 
the eleven Western States being considered. 


The most common rate is two per cent, 
this being imposed by Arizona, Colorado, 
New Mexico, Utah and Wyoming. The 
State of Washington rate is three per cent, 
and the present two and one-half per cent 
rate in California is scheduled to revert to 
three per cent on July 1, 1947. The trend 
in these states is toward the filing of 
monthly returns and accompanying pay- 
ments, Arizona, Colorado, New Mexico and 
Wyoming having such provisions. In Utah 
and Washington, bimonthly returns and 
payments are required while in California, 
returns and payments are made on a quar- 
terly basis. 


It is unusual for cities in those Western 
states which exact sales taxes to impose 
separate municipal sales taxes. However, it 
may be noted that the City of Seattle im- 
poses a license tax of one-tenth of one per 
cent on gross proceeds of sale of those mak- 
ing sales at retail or wholesale, and that 
there are a few cities in California which 
have imposed sales taxes. 


Use Taxes 


Of the seven states imposing retail sales 
taxes, Arizona is the only one which does 
not impose the complementary use or com- 
pensating tax. The State of Washington 
compensating tax, first imposed in 1935, was 
the first of this type to come before the 
Supreme Court of the United States, where 
it was upheld in 1937 in Henneford et al. v. 
Silas Mason Company, Inc. et al., 57 S. Ct. 
524, 300 U. S. 577. The Court ruled that 
he tax was levied not upon interstate com- 
merce but upon the use of property after 
the interstate commerce had been concluded 
and that the tax was non-discriminatory. 
Subsequently, the Supreme Court affirmed 
the judgment of a federal District Court in 
California that a corporation engaged in in- 
terstate commerce, which had general agents 
in California, was obliged to collect the Cali- 
fornia use tax, to register as a dealer and 
to file reports, in Felt and Tarrant Manu- 
facturing Company v. Gallagher et al., 59 S. 
Ct.. 376; D6: U.. $:-62. 

Colorado, Utah and Wyoming appear to be 
the only states in this Western group which 
have thus far applied the rule laid down by 
the Supreme Court of the United States in 
General Trading Company v. State Tax Com- 
mission, 64 S. Ct. 1028, 1030, decided in 1944. 


Tax Trends 


There the Iowa use tax was held applicable 
to an unlicensed foreign corporation which 
merely solicited orders in the state through 
traveling salesmen, followed by the ship- 
ment of goods into the state in interstate 
commerce, 


Colorado, through its Rule 2, as early as 
1943 anticipated the ruling in that decision 
by the issuance of this regulation, which 
extended the requirements for the collection 
of the use tax to vendors, among others, 
merely having agents soliciting orders within 
the state. 


Extension of Use Tax 


Wyoming has had a regulation (Ruling 
No. V-6) which has, since the enactment of 
the Use Tax Act in 1937, extended the re- 
quirements for the collection of the tax to 
vendors who solicited orders in the state 
through agents or representatives maintain- 
ing regular places of business in the state in 
their own names. In 1945, an amendment 
to the act, effected by Chapter 37, drew 
within its scope “any retailer having or 
maintaining within this state, directly or by 
a subsidiary, an office, distribution house, 
warehouse or other place of business, or any 
agent operating within this state under the 
authority of the retailer or its subsidiary, 
irrespective of whether such place of busi- 
ness or agent is located here permanently or 
whether such retailer or subsidiary is quali- 
fied to do business within this state.” Similar 
language appears in Utah Use Tax Reg- 
ulations, Paragraph 3. This language paral- 
lels that contained in the Iowa statute which 
was upheld by the Supreme Court of the 
United States in the General Trading Com- 
pany case. 


The State of Washington has, since 1939, 
required the collection of the use or com- 
pensating tax by those maintaining a resi- 
dent agent in the state. (Section 8370-33, 
as amended by Chapter 225, Laws of 1939.) 

Utah has applied the rule laid down by 
the Supreme Court of the United States in 
Nelson v. Sears, Roebuck Company, 61 S. Ct. 
586, 803, 312 U. S. 359, 715; for the Supreme 
Court of Utah has likewise held, in Mont- 
gomery Ward & Company v. State Tax Com- 
mission, 112 P. 2d 152, that a Utah retail 
dealer was required to collect the Utah use 
tax on a mail order business conducted 
from out of the state with Utah customers. 


The Colorado service tax which was im- 
posed originally by Chapter 240, Laws of 
1937, and which was scheduled to expire on 
June 30, 1945, was repealed before the ex- 
piration date early in 1945 by Senate Bill 
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No. 2, Laws of 1945, effective February 28, 
1945. It has been applied to practically 
every type of service occupation. 


Chain Store Taxes 


Only three of the eleven westernmost 
states—Colorado, Idaho and Montana—im- 
pose chain store taxes. 

In each of these states, the amount deter- 
mined depends solely upon the number of 
stores located within the taxing state. The 
stores, if any, in the chains which are lo- 
cated outside that state are not taken into 
consideration in the calculation of the tax. 
The rates range as follows: in Colorado, 
from $2 for the first store to $300 for the 
twenty-fifth and each additional store; in 
Idaho, from $5 for the first store to $500 
for each store in excess of nineteeen; in 
Montana, from $5 for the first store to $200 
for each store in excess of four. In all of 
these states, a filing fee of fifty cents is also 
payable in connection with each store. 

Licenses in each state issued prior to July 
1 of any year are charged for at the full 
rate, while those issued on or after July 1 
are charged for at one-half the full rate. 


In Idaho, there is a supplemental store 
tax under the “Unfair Sales Act” at the 
rate of $2 per store. An offset or credit 
against the license fee is allowed in the 
amount of taxes paid upon real property or 
improvements located in Idaho and owned 
and used in connection with the licensee’s 
business in Idaho, provided that payments 
of such taxes are made within eight months 
of the time of paying the store licensee fee 
and that the official receipts for the taxes or 
certified copies of them are presented at the 
time of paying the store license fee. 


Colorado, Idaho and Montana exempt 
gasoline filling stations and gasoline dis- 
tributing plants from the operation of their 
chain store taxes, Colorado and Montana 
providing that seventy-five per cent of the 
business done be related to the sale of pe- 
troleum products in order that the exemp- 
tion obtain. In Montana, however, while 
such stations and plants are exempted from 
the ordinary chain store tax, they are sub- 
jected to annual license fees at rates much 
below those imposed upon chain stores gen- 
erally. 


[The End] 
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A Symposium will be held at the New 
School for Social Research, New York, 
beginning October 8, 1946. A 
ten lectures will be given weekly by well 


series of 





known tax lawyers and accountants. 


Alex M. 


organizer of the Symposium, states that 


Hamburg, Chairman and 

the program will include the following 

guest lecturers and timely subjects: 

CHARLES D. HAMEL—‘The Work 
of the Excess Profits Tax Council” 

STANLEY S. SURREY—“Taxation of 
Family Income” 

NORRIS DARRELL—“Current Prob- 
lems in Corporate Recapitalizations” 


NEW SCHOOL SYMPOSIUM ON FEDERAL TAXATION 


MAURICE AUSTIN—“Personal Hold- 
ing Companies” 


ROSWELL MAGILL—“Design for a 
Federal Tax Structure” 


CHARLES J. SIEGEL—“Taxes on Sale 


of a Business” 

GERALD L. WALLACE—“Procedure 
in Tax Evasion Cases” 

MAX ROLNIK—“‘Accounting Proce- 


dures in Preparing Tax Returns” 


ALEX M. HAMBURG — 
Decisions of 1946” 





“Significant 


A copy of the announcement may be 
obtained from the New School, 66 West 
12th Street, New York 11, N. Y. 
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Transfers in trust before and after March 3, 1931 


A Re-examination of May v. Heiner 


By DU BOIS 










RAWING ATTENTION to the date 
of March 3, 1931, has the same psycho- 
logical effect on the mind of a tax lawyer 
or consultant as does calling attention to the 
date of the prohibition amendment to the 
Constitution during a discussion with a 
criminal lawyer. Like the well-advertised 
hair tonics and reducing diet methods, each 
has a decided “before and after” effect. The 
only thing the two dates have in common 
is that both had to do with excise taxes, 
and both created great confusion in the ad- 
ministration of the law with the result of 
much litigation. 

Before March 3, 1931, a lawyer could, 
with a great degree of confidence, advise 
his client as to how he could dispose of 
his hard-earned money by buying an an- 
nuity or creating a trust during his lifetime, 
completely divesting himself of the corpus 
thereof and retaining the income to himself 
during his lifetime, if he in no other way 
maintained a “string” or other control on 
it or benefit from it, such as by disposing 
by will or otherwise. The client knew that 
by such a final arrangement his widow, 
child or other beneficiary of his bounty, 
could receive the income after his death, 
and that the corpus would never revert to 
his estate or anyone he named in his will. 

With this thought in mind, he knew that 
after the final transaction he had no further 
interest in the corpus except his life in- 
come, and the amount he was paying in 
good faith surely would not be regarded 
as part of his gross estate upon his death 


May v. Heiner 


Mr. Gillette, a member of the New York Bar and 
former assistant United States Attorney and United 
States Commissioner, Southern District of New York, 
suggests correlation of three sections of the Code for 
a smooth and fair administration of the income, gift 
and estate tax laws 
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and be taxed by the government with an 
excise tax known as the estate tax, as if he 
had not completely divested himself of the 
corpus in the first instance. 


Reliance on Supreme Court 


He and his advisor relied upon the deci- 
sions of the United States Supreme Court, 
such as May v. Heiner (281 U. S. 238, 1930 [2 
ustc §519]), which had been founded upon 
the Reinecke case in 1929 (278 U. S. 339 [1 
ustc { 347]) and was the law of the land. 
That was the court of last resort in such 
matters! During the boom days before 1929 
he had been successful in the “market,” and 
now that depression had set in he had one 
feeling of security—that his wife was safe, 
and that he was safe with his life income 
from the annuity he had purchased. May 
v. Heiner was decided after the 1929 debacle. 
Surely that was consoling for the legal- 
minded, since the crash of 1929 had taken 
place and was susceptible of “judicial notice” 
while the Supreme Court wrote the May v. 
Heiner opinion. 


Transfer to a Trust 


To bring matters to date, let us start with 
a transfer to a trust, or annuity purchase. 
Taxwise, the date is of first importance! 
We start by saying that the transfer took 
place before March 3, 1931. Any strings 
attached to the transfer? Yes—the income 
from the trust, or annuity, is reserved for 




















life to the grantor or purchaser. What is 
the effect of this reservation or “string’’? 
This transfer obviously is not an “out-and- 
out” transfer “leaving no interest remain- 
ing,” as Justice Holmes has said. Does this 
“string” make the income from the trust or 
annuity taxable? If so, to whom? The an- 
* swer is no, if the transfer was made before 
March 3, 1931, and yes, if it was made after 
March 3, 1931. Even without the “string” 
such a transfer would be taxable to the 
grantor if made after March 3, 1931. Why? 
Because a Joint Resolution of Congress 
passed on that date says so. It says more. 

It seems that one day before this date 
the Supreme Court, in a series of per curiam 
opinions, affirmed one of its own former 
opinions (May v. Heiner, supra), in which it 
had held that a reservation of a life estate 
did not come within the taxable impact of 
Section 811 (c) of the Code as a transfer 
taking effect in possession or enjoyment at 
death. 


Provisions of Joint Resolution 


So, shortly before midnight, at ten-thirty 
p. m., to be exact, on the last day of the 
session, the startled Congress, under a sus- 
pension of the rules, put through the hastily 
prepared Joint Resolution amending Section 
302 (c) of the 1926 Revenue Act, which de- 
termines the composition of gross estate, 
by inserting therein these words: “includ- 
ing a transfer under which the transferor 
has retained for his life or any period not 
ending before his death (1) the possession 
or enjoyment of, or the income from, the 
property, or (2) the right to designate the 
persons who. shall possess or _ enjoy 
the property or the income therefrom.” 

Then in 1938 along came Hassett v. Welch 

(303 U. S. 303 [38-1 ustc § 9140]), holding 
that this Joint Resolution and Section 803 
(a) of the Act of 1932 “apply only to 
transfers with reservation of life income 
made subsequent to the dates of their adop- 
tion respectively.” 
In other words, this Joint Resolution 
was not retroactive in its application to 
trusts formed or annuities bought prior to 
March 3, 1931, at ten-thirty p. m., as the 
Court stated in this decision. 

Chaos enveloped the administration of 
estate taxes, and affected the courts. 


Hallock Decision 


The Hallock decision in 1940 (309 U. S. 
106 [40-1 ustc [ 9208]) held that any rever- 
sionary interest or possibility of reverter 
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to the grantor would result in estate tax- 
ability as a transfer taking effect in posses- 
sion or enjoyment at or after death. The 
reverter “string,” of course, caused the tax- 
ability. 


The great question now was this: Had 
May v. Heiner been overruled? 


The wide variety of opinions on the sub- 
ject by courts and practitioners has resulted 
in almost complete disarrangement of estate 
tax administration. Decentralization of tax 
administration has helped some since cap- 
able revenue agents may use their own 
judgment in cases before them for confer- 
ence and compromise. 


With due respect to certain judicial ex- 
pression, we are convinced that May v, 
Heiner is still the law. (Chemical Bank v, 
Commissioner, 37 BTA 535 [CCH Dec. 
9981].) 


Even the Tax Court went “off the 
handle,” so to speak, and, in Mary Hughes 
(44 BTA 1196 [CCH Dec. 12,033]), un- 
wisely overlooking the principle that it is 
best to let the Supreme Court overrule it- 
self, (but perhaps enjoying the thrill almost 
every lawyer secretly desires—to write an 
opinion overruling the Supreme Court and 
later in his legal life find it proved correct), 
adopted the view that Hallock had in fact 
overruled May v. Heiner. Two years later, 
in the Bradley case (1 TC 518 [CCH Dec. 
12,944]), the Tax Court admitted that May 
v. Heiner was still the law and reversed 
itself, with the remark that “the better 
course to pursue is to adhere to specific 
decisions of the Supreme Court until there 
is no doubt that they are no longer author- 
ity... The Hughes case will not be followed 
henceforth.” 


May v. Heiner Overruled? 
Recently, in Helvering v. Proctor (140 F. 


(2d) 87, 1944 [44-1 ustc § 10,085]), Judge 
Learned Hand, while reviewing the Hallock 
case, May v. Heiner and most of the other 
pertinent cases on this subject, agreed with 
the majority opinion that Hallock did not 
overrule May v. Heiner, expressly or by in- 
ference, and that if it is to be overruled 
it is for the Supreme Court itself to do so. 
In his characteristic style, notable for beau- 
tifully turned legal expression, Judge Hand 
said: “It must be overruled by a new and 
altogether independent lift of power which 
it is clearly not ours to exercise.” 

More recently, in Hall’s Estate (CCA-2, 
January 17, 1946 [46-1 ustc { 10,253]), the 


majority opinion plainly says again that 
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May v. Heiner will continue to be followed 
until expressly overruled. Judge Frank, 
in his dissent, feels that although flank 
attacks have weakened the case, it still is 
the law. 


Adding to this weight of authority, we 
find that the Seventh Circuit Court of Ap- 
peals, in Commissioner v. Lasker (141 F. 
(2d) 889, 1944 [44-1 ustc J 10,112] ), held that 
the Hallock case did not overrule Reinecke 
(supra), which was the foundation case for 
the May opinion. 


Bearing this state of the law in mind, in 
viewing a transfer before March 3, 1931, 
with the Remecke decision still the law, it 
is well to check the trust pattern in the 
May and Reinecke cases. There is a distinc- 
tion in facts. In the May case the grantor 
reserved a life estate to the grantor, the re- 
mainder to B. In the Remecke case grantor 
vested a life estate to B (not the grantor); 
this estate terminated eitier five years after 
his death, or at B’s death, the remainder 
then to go to X. The Supreme Court has 
held that such a transfer does not take 
effect in possession or enjoyment at or after 
death, for estate tax purposes. Therefore, 
it is apparent that a transfer in trust for B 
for the duration of the grantor’s life, with 
the remainder to X, would not be taxable as 
part of the transferor’s estate. No congres- 
sional action has been taken to change the 
taxable effect of the Reinecke case, as was 
taken with respect to May v. Heiner. 


Confusion in Estate Tax 
Administration 


There is now so much confusion in the 
minds of responsible trust officers who are 
charged with the administration of large 
estates and, apparently in the minds of our 
Revenue Agents themselves, that the Taxa- 
tion Committee of the Trust Division of 
the American Bankers Association has made 
a most extensive study, in the form of a 
report to their 2,700 member banks, recom- 
mending strongly that something be done 
by Congress to bring some semblance of 
fair dealing in the handling of estate tax 
matters. 


The Commissioner has done everything, 
apparently, in his power to include in the 
gross estate transfers which, on the face alone, 
should not be includible. It is only re- 
cently that he has more or less abandoned 
trying to overrule May v. Heiner himself. 
Every time a case has come to the Tax 
Court during the past year or so, he has 
continued to claim that May v. Heiner is, 
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in effect, overruled. If a lawyer or tax 
counsel is to advise his clients properly in 
the preparation of trusts and the purchase 
of annuities, he knows that “flank attacks” 
on a decision will not overrule a Supreme 
Court decision. Should he offer his argu- 
ment to a Circuit Court of Appeals in a 
brief, it would not be seriously tolerated. 


Position of the Courts 


May v. Heiner has been the rule for six- 
teen years; and until the Supreme Court 
changes its mind, precisely as Judge Hand 
said in the Proctor case, it would appear 
that the courts should continue to follow 
it. Judicial legislation does occur often in 
our system of cumulative opinions, but it 
is not sound, and eventually has to be aban- 
doned. 

The Supreme Court has always been con- 
sidered the great pillar of strength in our 
legal structure, but its prestige is certainly 
suffering from its own attitude in tax cases 
involving the May v. Heiner principle and 
from the continued whittling away of the 
ruling by inference in the various appellate 
courts. 

The Tax Court has taken the only firm 
course, and that is as it should be. It ap- 
pears to embarrass competent Revenue 
Agents during the audit of an estate tax 
return, or at the conference on a protest 
filed by an estate against a proposed adjust- 
ment of tax, to be unable to follow what 
they know to be the law with respect to 
non-includibility of an annuity or trust, be- 
cause of advice from their superiors to act 
according to policy rather than to follow 
court decisions strictly. 


At the risk of boring the reader, we include 
one laudable memorandum decision which 
the Tax Court handed down recently in the 
Frantz case (TC memo. op., June 6, 1945 
[CCH Dec. 14,601(M)]). Memorandum 
opinions are used only when the Tax Court 
feels that no novel question of law is in- 
volved. This case concerned a December, 
1928, trust, and seems finally to have had 
its effect on the Commissioner. The court 
said: 

“In attempting to sustain his determina- 
tion respondent has advanced a number of 
arguments, all of which have heretofore 
been rejected by the courts. His first con- 
tention, as set forth in the notice of de- 
ficiency, is that the transfer under the trust 
indenture executed December 17, 1928, was 
a transfer intended to take in possession or 
enjoyment after decedent’s death because 
the decedent under the indenture retained 
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for his life the right to the trust income. 
This is the same contention which has been 
rejected by the Supreme Court in May v. 
Heiner ... and Hassett v. Welch . . . and by 
this court and many of the circuit courts. 
In Estate of Edward E. Bradley . . . we held 
that May v. Heiner still represents the con- 
trolling law as to trusts created before 
March 3, 1931, and must be followed... If 
May v. Heiner is to be overruled, it must 
be done by the Supreme Court.” 

Also here the Tax Court distinguished 
the Stinson case (Fidelity-Philadelphia Trust 
Company, 324 U. S. 108 [45-1 ustc J 10,168]), 
by saying that in that case and cases fol- 
lowing it “the death of the grantor enlarged 
the estate of the grantee in some way.” 


Commissioner’s Position 


The Commissioner thereafter seems 
finally to have submitted to the inevitable 
and discontinued any serious attempt to in- 
clude pre-1931 trusts in estates for tax pur- 
poses (Singer Estate, TC memo. op., October 
3, 1945 [CCH Dec. 14,820(M)]), and has 
seized upon other subdivision of Section 
811 to uphold his taxation claims, 


The writer recently was at a conference 
where, because an application blank for an 
annuity, filled out by the deceased, was de- 
scribed as “joint and survivorship” by the 
insurance company (and in fact a “two 
life” policy of annuity was actually issued), 
the auditing agent urged that Section 811 
(e) was applicable. 


The application, of course, becomes a part 
of the annuity, and representations made 
in the application, either constructively or 
actually fraudulent, might be scrutinized in 
characterizing the legal aspects of an an- 
nuity; but it is the policy itself which con- 


trols its legal identity. A 1929 annuity is 
obviously not includible in the estate for 
tax purposes under the many decisions re- 
ferred to herein and in the reports. 


The Commissioner’s present attitude 
seems to be indicated in Judge Murdock’s 
opinion in the Singer case: 


“The transfers and the irrevocable ap- 
pointments thereunder were made before the 
Joint Resolution of March 3, 1931, and 
the Commissioner does not suggest that the 
transfers come within Section 811 (c) be- 
cause the income in some cases was pay- 
able to the decedent. The _ principal 
argument made by the Commissioner in 
support of his determination is that the 
corpus of each trust must be included in the 
gross estate under Section 811 (c) because 
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the ultimate takers of the remainders could 
not be determined until the grantor died.” 

The tenacity of the Bureau’s policy is 
indicated by this attempt to hook a “string” 
on the transfer, in this case connecting the 
grantor with “ultimate takers of the re- 
mainders.” 


Tax Court 


It is proper to refresh our memories 
with the basic reasons for the creation of 
the Board of Tax Appeals. Now that the 
Dobson case has assumed real strength as 
to the finality of the Tax Court’s decisions 
on questions of fact and their non-review- 
ability on appeal where factual questions 
only, are involved, we should take a practi- 
cal look at the dignity the Tax Court has 
assumed in this highly specialized field of 
comparatively new jurisprudence. 


The Board of Tax Appeals (now the Tax 
Court) was created by Congress in June, 
1924, upon the demand of the taxpaying 
citizenry who wanted their “day in court” 
before paying their taxes. All the then exist- 
ing rights of the taxpayer to go to the 
federal courts for redress were preserved; 
the “day in court” proviso was nothing new 
—it was the right to go to court before 
paying taxes which was new. 


During the formative hearings, the futile 
efforts of the Treasury Department to fore- 
close public hearings and continue the polli- 
tical footballing of tax cases behind closed 
doors, were disregarded. The pleading of 
the taxpayer’s cause and the contentions of 
the government were exposed to the sun- 
light of public hearings by this new-born 
system of tax procedure. An analogy is 
seen in the origin of the Grand Jury sys- 
tem, during the days of King Ethelred, the 
Saxon, to act as a buffer between the King 
and his subjects so that no one should be 
imprisoned or punished unfairly without his 
“day in court.” 


The Treasury Department wanted to con- 
tinue its hold on the newly formed Board, 
but Mr. Green, Chairman of the Ways and 
Means Committee, made a most pertinent 
reflection: 


“That is something we want to correct 
by this reference to the Board of Tax Ap- 
peals, so that the Government will not be 
without any remedy and eliminate this ten- 
dency, which undoubtedly does exist and 
also is very unfair to the taxpayer, to have 
everything decided in the first instance in 
favor of the Government.” 
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Independence of Board 


The Board was then made completely in- 
dependent of the Treasury. Mr. Bickford’s 
fine aritcle in the June, 1945 issue of ——TAxEs 
—The Tax Magazine, discloses the discus- 
sions and formative trouble occurring during 
the period when Senator Jones and others 
were divorcing tax cases from the Treasury 
Department. 


At two years of age the Board was found 
worthy of continuance, and the right of ap- 
peal to the Circuit Courts of Appeal was 
extended both to taxpayer and to the gov- 
ernment. 


The Tax Court has now assumed such 
importance in our national economy (and 
therefore in the economy of the world) as 
to warrant such observations as that of 
Justice Frankfurter of the Supreme Court 
in McDonald v. Commissioner (323 U. S. 57, 
November 1944 [44-2 ustc J 9516]) : 


“That Court of necessity must be the 
main agency for nation-wide supervision of 
tax administration. Whatever the statutory 
or practical limitations upon the exercise of 
its authority Congress has plainly designed 
that tribunal to serve, as it were, as the 
Exchequer of the country.” 


Justice Frankfurter made this important 
observation with full access to the histori- 
cal background of the formation of the Tax 
Court. It is not facetious to say, from 
observation of the extensive financial assist- 
tance given to foreign countries during the 
war and of that proposed to be given, that 
the court might also assume the stature of 
the Exchequer of the world. Taxes are 
paid to the Treasury, and the Treasury dis- 
penses as Congress directs! 


Although the writer is not ready to con- 
cede that the Tax Court’s opinions are in- 
fallible, and cannot completely bow to the 
belief expressed by Justice Frankfurter 
when in the same opinion he also said that 
“relatively few appeals from the Tax Court 
can in any event come here,” there is no 
doubt that tax law jurisprudence has 
reached such a compelling stage, on merit, 
that the Internal Revenue Code, with its 
overlapping sections and sections suscep- 
tible of more than one interpretation by 
the Tax Court and the appellate courts, 
should be correlated as to income, gift and 
estate taxes. 


Various Circuit Courts of Appeals are in 
sharp conflict on the construction to be ap- 
plied to certain sections of the Code involv- 
ing identical facts. 


May v. Heiner 


Clifford Confusion 


Some appellate courts decide questions on 
one section of the Code when another sec- 
tion has been enacted solely for, and is ap- 
plicable only to, the question at bar. Behold 
the discarding of Sections 166 and 16/7, 
which were enacted expressly to deal with 
income from trusts, and the seizing of Sec- 
tion 22 (a) for that taxable purpose by the 
Court in the Clifford case. (309 U. S. 331 
[40-1 ustc J 9265]). 


During prior years the government had 
been figuratively, groping in the courts try- 
ing to develop a sustainable theory that the 
grantor of a short-term trust may retain 
enough dominion over the corpus to be 
deemed its “owner” and thus taxable on the 
trust income to him under an elastic con- 
struction of Section 22 (a). 


This contention met with little success 
in the courts for some time, probably be- 
cause of the fact that Sections 166 and 
167 were enacted solely to take care of trust 
income. (Benjamin Wollman, 31 BTA 37 
[CCH Dec. 8670]; Sumner, 40 BTA 811 
[CCH Dec. 10,851], appeal dism’d CCA-2; 
Henry Dunning, 36 BTA 1222 [CCH Dec. 
9900], appeal dism’d CCA-4; Alfred Berols- 
heimer, 40 BTA 645 [CCH Dec. 10,828, rev'd 
116 F. (2d) 628 [41-1 ustc J 9156].) 


“Revolution” of 1940 


In 1940 came the “revolution,” in the 
form of the Clifford decision, with its three 
factors of taxability. Litigation mounted, 
since most trusts under scrutiny by the 
courts had two, one or none of the three 
Clifford factors. Since the Court did not 
say how many factors were requisite to be 
decisive, or even define any of them, those 
courts which try to follow precedent viewed 
the various factors as they pleased. 


Sections 166 and 167 were enacted to apply 
only to trust income, and were bolstered 
in administration by Regulation 29.166 (b). 
The Clifford case gave a very expansive in- 
terpretation of Section 22 (a) concerning 
“gross income,” in its revolutionary decision 
in order to reach the income, taxwise, of 
the trust under observation. 


One thinks of the searching remark of 
Randolph Paul—that the Treasury “must 
develop the subject of regulation or by in- 
action pass it to the courts or Congress. 
The courts are hardly adapted to provide 
and form a sufficient answer.” 

Mr. Paul has also spoken of a “courage- 
ous Treasury which is sufficiently imagina- 
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tive and sufficiently generous to formulate 
a rule which the courts and Congress will 
both respect.” 


Intention of Clifford Decision 


Probably the Clifford decision intended to 
use Section 22 (a) as a stop-gap for the 
evasion of taxes, a possibility under Sec- 
tions 166 and 167. Under Section 166 the 
grantor of a trust is taxed upon the income 
from which he receives no economic benefit 
only because he retained the power to re- 
cover the corpus. It is the retention of 
that power of “recapture” which taxes to 
him the income of the trust. 


Under Section 167 only that portion of 
the income is taxable to the grantor which 
is distributed, or distributable, to him, or 
which may be used for his benefit presently 
or in the future. 


The Clifford case closed the door to eva- 
sion or compliance with this section, which- 
ever way one happens to look at the tax 
picture, by widening the definition of “gross 
income” in Section 22 (a). Circumstantial 
evidence was brought into play, and income 
of the trust was taxable to the grantor if 
by a wide sweep of all the surrounding 
facts and circumstances he could be deemed 
the substantial owner of the corpus. 


No tax law magician can safely put these 
three sections in separate categories and 
say what rules of law apply to any one of 
them and not to the others. The courts ap- 
parently have integrated them, rather than 
correlated them, and have thrown them in- 
to one melting pot of decisions for test. 


Sections 166 and 167 appear abandoned, 
as far as their original utility was planned, 
when enacted into the Code; and Section 
22 (a) is being stretched beyond intendment 
in order to bring family trusts, and all trusts, 
within its taxing scope. Some trusts have 
“gross income,” some attain “gross income,” 
and some have “gross income” thrust upon 
them by the courts and the Regulations. 


A grantor finds himself with a “bundle of 
rights” which the courts impress upon him 
in constructive fashion because they find he 
has retained them constructively, and he 
may have thought he had completely washed 
his hands of tax liability when he consum- 
mated the formation of the trust. If, from 
the “bundle of rights,” some economic 
benefit, fancied or real, can be pinned on 
him, constructively, he is taxable for trust 
income. A lawyer of the old school raises 
his eyebrows when he contemplates that all 
the “‘niceties of the art of convenancing” 
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are no longer effective, having been rejected 
in the Hallock case. 


Correlation 


There is not enough space in this article 
to analyze all three sections referred to 
above. But integration by court deci- 
sions must end somewhere. Correlation 
seems to be the best answer. 


The Commissioner now tries to tax trust 
income under all three sections—166, 167 
and 22 (a)— hoping that one of the sec- 
tions will “stick” in the courts. We find him 
indulging in this practice in quite a matter- 
of-fact fashion in the Grimme case (4 TCM 
—, September 28, 1945 [CCH Dec. 
14,803(M)]). There the Commissioner 
based his deficiency determination “wholly 
upon his construction of the trusts them- 
selves as rendering the income therefrom 
taxable to petitioner under Sections 22 (a), 
166 and 167 of the Code.” 


Section 22 (a), like a blow-fish, has grown 
into a status for which it was not originally in- 
tended. Here the court found that the tax- 
payor, although “not the settlor, had such 
control over the trust property and _ the 
source from which its income was to be 
realized as to render him taxable on the 
income of the trust under Section 22 (a). 
Edward Mallinckrodt, Jr. . . . Helvering v. 
Clifford.” 


This is actual evidence that the expansive 
treatment of Section 22 (a) in the Clifford 
decision has had its effect upon the Tax 
Court in a fashion resulting in integration 
by judicial opinion. 


Gift Tax Rate 


Supporting the argument for correlation 
we note that the gift tax rate is twenty- 
five per cent less than the estate tax rate; 
the money used to pay the estate tax is part 
of the estate itself and therefore subject 
to tax. The gift tax applies only to the 
net gift, and the money used to pay the 
gift tax is not part of the gift and not sub- 
ject to the tax. The gift comes “off the 
top,” as far as high brackets are concerned, 
placing the gift in a lower gift tax rate. 


The gift tax law is not very detailed in 
its explanation as to what items involved 
in the transfer are taxable; in fact it fails 
to define “gift.” It does provide that the 
gift tax applies whether the gift is in trust 
or otherwise, direct or indirect, and is appli- 
cable to property, real or personal, tangible 
or intangible. 
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The estate and gift taxes are obviously 
similar in character, and much advice to 
integrate them has come from various writ- 
ers; but it is submitted that the better 
remedy is correlation, although perfect re- 
sults probably will not come from either 
remedy. 


It must be borne in mind that the tax is 
on the transfer via gift, and not on the 
receipt of the gift by the donee. Neverthe- 
less, the tax is a lien upon the property it- 
self for ten years after the due date of the 
tax, and the donee is liable for its payment 
to the extent of the value of the property. 
Complete divestment of all right, title and 
interest in and control over the property is 
necessary for tax liability to attach. 


Obviously it is essential to successful tax 
administration of these three sections that 
they mesh like cogs in the wheels of a 
watch, in harmony and in correlation to 
each other. They should be so correlated 
in the Code that where a transfer is made 
or a trust formed thereby, and it is subject, 
for example, to the gift tax, the income will 
not be taxed to the grantor and the estate 
will not be liable for any tax at death. 
Where the property is found includible in 
the gross estate (this can be determined 
when the trust is formed), the gift tax 
should not apply inter vivos. If the income 
is for the benefit of the grantor, he retains 
a “string” or control over the disposition 
thereof and then the income should be tax- 
able to him. 


Power of Revocation Reserved 


Where, with the consent of one holding 
the adverse interest, the power of revoca- 
tion is reserved to the grantor, the income is 
not taxable to the grantor (Section 166). The 
weight of opinion is that such transfers are 
subject to the gift tax, being what is known 
as “complete” transfers. (Commissioner v. 
Prouty, CCA-1, 140, 115 F. (2d) 331 [40-2 
ustc § 9734]; Reinecke v. Northern Trust 
Company, supra.) Such a transfer is includi- 
ble in the gross estate of the grantor at 
death. (Section 811 (d); Helvering v. City 
Bank Farmers Trust Company, 296 U. S. 85 
1935 [36-1 ustc J 9001].) Who has an “adverse 
interest” is a factual question, determined 
not only from the instrument itself, but 
from the amount of control the grantor has 
over the beneficiary supposed to have the 
“adverse interest.” (Cox v. Commissioner, 
CCA-10, 1940, 110 F. (2d) 934 [40-1 ustc 
{ 9364]; cert denied, 311 U. S. 667.) 


A trustee does not have a substantial ad- 
verse interest under either Section 166 or 
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167 unless his personal interest is affected. 
If he has no individual interest in the trust, 
he is not a person having an adverse in- 
terest. (Carkhuff v. Commissioner, 83 F. 
(2d) 626 [36-1 ustc 9271]; Reinecke v. 
Smith, 289 U. S. 172, 1933 [3 ustc J 1089].) 


Strings” 


The date of March 3, 1931, was selected 
because it fixes one of the legislative ob- 
structions encountered in a historical ex- 
ploration of tax applicability to the corpus 
of a trust formed, or an annuity bought 
before and after this date. Many other 
dates stick up like little red flags of warn- 
ing (such as June 2, 1924 and June 22, 
1936), each affecting the corpus and income 
of trusts by way of income, gift and estate 
taxes impressed thereon by Code amend- 
ment, court decision and regulations. 


Like the typist on her machine, one has to 
set his “stops” as he goes along in the 
exploration of tax law. The practice of creat- 
ing personal trusts had an important niche 
in our business and economic life long be- 
fore these taxes came into being. It was 
the only sound method of conserving prop- 
erty and income for the benefit of children, 
incompetents and others within the scope of 
the grantor’s bounty, eliminating the risk 
of bad business ventures and unwise in- 
vestments. 


Personal Trusts Today 


The recent survey made by the Taxation 
Committee, Trust Division of the American 
Bankers Association, referred to heretofore, 
disclosed that about fifty per cent of the 
personal trusts in this country have annual 
income of less than $750, and about seventy- 
five per cent have less than $3,000. 


Confidence in the security of these trusts 
from tax annihilation has been greatly 
shaken during the recent years by Code 
amendment, the Commissioner’s attitude 
and court decisions, and a deterrent effect 
on their use has been noticed. 


Transferring a sum of money to a trustee 
or buying an annuity with a sum of money 
and reserving a life income to the grantor 
with no “strings” attached, so that the 
“transfer was immediate and out-and-out,” 
leaving no interest remaining (as described 
by Justice Holmes in Shukert v. Allen, 273 
VU. S. 545, 1927 [1 ustc J 223]), has one legal 
significance taxwise when it occurs before 
March 3, 1931, and quite another one when 
it is consummated after that date. When 
“strings” are attached, the date fades into 
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the background and we are led into the 
realm of “taxable or not taxable” and “in- 
cludibility or non-includibility’—that is, for 
income, gift or estate tax purposes. 


Grantors are being completely discour- 
aged by the constant taxation which 
drenches their personal trusts until the anni- 
hilation point is reached. 


Clifford Regulations 


1946 brings forth a new set of Regula- 
tions called the Clifford Regulations, which 
conform to the rule in that revolutionary 
case. They are a welcome innovation be- 
cause of the confusion which until now has 
been the order of the day in the interpreta- 
tion by the Commissioner and the courts 
of Code sections involved in that decision 
determining when the grantor is taxable 
upon the income of family trusts. 


The Clifford and Dobson cases seem to be 
“throwing their weight around,” as it were, 
in the tax field. Perhaps they will gain the 
status of sound controlling precedent. 


Although the new Regulations state that 
they are applicable only to 1946, the Bureau 
has announced it will not press for a tax 
for prior years if the trusts under scrutiny 
comply with the new Regulations. It is 
provided that one of the following three 


circumstances will result in tax to the 
grantor: 


“(1) the corpus or the income therefrom 
may return after a relatively short term of 
years; (2) the beneficial enjoyment of the 
corpus or the income therefrom is subject 
to a power of disposition (other than cer- 
tain excepted powers), whether by revoca- 
tion, alteration or otherwise, exercisable by 
the grantor, or another person lacking a 
substantial adverse interest in such disposi- 
tion; or both; or (3) the corpus or the 
income therefrom is subject to administra- 
tive control for the benefit of the grantor.” 
(Regulation Section 29.22 (2)-21, as amended 
by TD 5488, December 29, 1945.) 


Test of Taxability 


In easy language, the test is whether the 
trust leaves “substantial ownership” of the 


corpus in the grantor. Briefly stated, the 
three circumstances are (1) the grantor’s 
reversionary interest; (2) retention by the 
grantor of power of disposition over the 
corpus or income; (3) retention by the 
grantor of administrative control exercisable 
primarily for his benefit. 
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Acquiescence 


Acquiescence and non-acquiescence are 
two words quite familiar to the tax man. 
And, as we all know, for practical purposes, 
until very recently no one felt that the Com- 
missioner was bound one way or another 
by such action. He could agree with the 
Tax Court ruling on a case and change his 
mind in another case involving a similar 
set of facts and principles. Recently the 
Tax Court held the Commissioner to one 
of his “acquiesce” movements, and it is felt 
that from now on it would be wise to con- 
sider such an action as binding on the 
Commissioner. In this way, new legal 
questions could be settled with some degree 
of permanency and an agreement by the 
Commissioner with an opinion of the Tax 
Court would permit the practitioner to pro- 
ceed with confidence in preparing for a 
conference, through protest, or before the 
Tax Court. 


Encouragement of Inter-Vivos Gifts 


In conclusion, this article is an endeavor 
to demonstrate that the Code should be 
amended in such a manner, with Sections 
22 (a), 166 and 167 correlated, that some 
encouragement be given towards making 
gifts imter vivos, assuring escapement of 
death taxes; or, at least, that the deter- 
mination of death taxes could be made dur- 
ing a man’s life, so that he would know that 
after his death the estate taxes would not 
eat up his entire estate, a situation which 
the administration of federal estate taxes to- 
day makes a real possibility. 


The estate tax was meant to be only an 
excise tax applying to property, or interest 
in property owned by the decedent at his 
death and transferred by the death itself or 
by the decedent during his lifetime in a 
transfer with the characteristics of a testa- 
mentary disposition. (Butzel v. Commis- 
stoner, 21 BTA 188 [CCH Dec. 6450].) The 
gift tax was meant only to supplement the 
estate tax and encourage inter-vivos gifts. 
(Sanford Estate v. Commissioner, 308 U. S. 
39 [39-1-2 ustc J 9745].) And when trans- 
ferred property would be includible in a 
gross estate merely because of the possibil- 
ity of reverter, the transfer is a taxable gift 
measured by the value of the property less 
the present value of the grantor’s reversion, 
if such a reversion can be valued. (Smith 
v. Shaugnessy, 318 U. S. 176 [43-1 vuste 
7 10,013].) When a contingent power of 
reverter does exist, the gift tax should be 
the value of the entire property transferred, 
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less the actuarial value of the grantor’s 
right of reacquisition, if that is possible of 
ascertainment. For instance, in Lasker (1 
TC 208 [CCH Dec. 12,900]; rev’d [other 
grounds] 138 F. (2d) 989 [43-2  ustc 
§ 10,079] ), the entire gift corpus was taxable 
where the power of revocation could come 
into existence at the death of another per- 
son than the grantor, and only in the event 
such power was not waived by the trustee 
before death, 


Clarification of Estate Tax Law 


The new Clifford Regulations are a tre- 
mendous improvement; and although no one 
knows what the courts will do with them 


during construction in cases which will soon 
come before them, they have clarified the 
foggy atmosphere of estate law in a con- 
structive degree. Adherence to May wv. 
Heiner and Hassett v. Welch by all courts 
until the Supreme Court itself decides to 
reverse itself, something which it may 
never do, should somehow be accomplished. 
Possibly a truly firm opinion by the Su- 
preme Court, one way or another, will ac- 
complish this. Meanwhile, correlation of 
the three sections of the Code heretofore 
mentioned, along the lines suggested, ap- 
pears to this writer a necessity to the 
smooth and fair administration of the in- 
come, gift and estate tax laws. 


[The End] 
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LOUISVILLE, KENTUCKY 


Rising operation expense increased Louisville’s 1944 general expenditure 
while general revenue was virtually unchanged in amount from that of the pre- 
vious year. Gross debt was about the same as in 1943, but because of additions 
to sinking-fund assets, net long-term debt continued to be reduced. 
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General revenue of Louisville totaled $15 million in 1944, almost the same as 
the amount received in 1943. The decline in the property tax yield was offset by 
rising revenue from other main sources. Assessed valuations, levies and rates, 
were approximately the same as in 1943 but because of previous collection, returns 
from prior years’ levies were much lower. License taxes, which accounted for 
twice as large a proportion of total revenue as the average for all cities of the 
same population-size group, yielded sixteen per cent more than in 1943. The city 
collected $598 thousand from business privilege licenses and being a leading 
distillery center, received $539 thousand from the alcoholic-beverage license tax. 
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Aid received from the state consisted of grants for schools, which were larger 
because of additional amounts from the Governor’s Emergency Fund. The pay- 
ment of $59 thousand by the Municipal Housing Commission, in lieu of taxes, 
was $40 thousand more than the amount received from this source in the previous 
year. 


Income from charges and miscellaneous revenue accounted for one-fifth of 
total general revenue. The $886 thousand earnings of the University of Louisville 
and the $1.3 million transferred to general funds by the Louisville Water Com- 
pany, a city enterprise, were the major items.—Bureau of the Census, City 
Finances: 1944, April, 1946. 
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.. SHALL WE WAVE A CLIFF ORT 


By ARTHUR A. ARMSTRONG 


Mr. Armstrong, now practicing in Los Angeles, is a member of the bar in 


California, New York and Illinois. 


For the past nine years he has been a tax 


litigator and counsel both in and out of government 


LTHOUGH the Commissioner for some 

time has been chipping at the edges of 
the corporate tax structure,’ he has been 
reluctant to batter at the main gate. A 
logician who had read the Clifford case 
might wonder, for instance, why the income 
of an incorporated business should not be 
added to that of its sole stockholder for 
tax computation purposes, if that would 
benefit the revenue. Where’ corporate 
creditors are a negligible factor, it would 
be difficult to think of a clearer case of 
“dominion and control”? by a_ taxpayer 
over the property and income of another 
entity. 

The Commissioner’s hesitation at taking 
such a position is understandable. Apart from 
the fact that the revenue would be hurt 
by it in many cases, there is the formidable 
obstacle of a statutory structure designed 
to treat the corporation at every turn as a 
separate taxable entity. In the past, dis- 
regard of that entity has been urged by the 
Commissioner chiefly in instances where 
the corporation had neither a significant 
purpose nor a significant effect except as a 
tax device. But of late there have been 
signs that the Commissioner has in mind a 
broader and more vigorous attack. Though 
no ruling has been published at this writing, 
the newspapers recently carried a_ story 
indicating that in some instances, at least, 
deficiencies have been or will be proposed 
against the stockholders of single-motion- 
picture corporations based upon income ac- 
tually or potentially earned in the corporate 
operation. 


Structure of Corporation 


There are many variations, but the basic 
idea of such a corporation is simple. It 





1 Higgins v. Smith, 308 U. S. 473 (1940) [40-1 
ustc {§ 9160], and cases discussed below. 

2 Helvering v. Clifford, 309 U. S. 331, 335 [40-1 
ustc { 9265]. 


is formed by several individuals who con- 
tribute a substantial amount of capital and 
take stock in proportion to their contri- 
butions. The principal contributor usually 
is the producer. In addition, there may be 
several other participants such as the di- 
rector, a star or two, or one or more other 
persons contributing capital, services or 
properties. The corporation proceeds to 
obtain, by contract, the rights to a story 
or script, to the services of stars and per- 
sonalities important to the production, to 
studio space for production and to the re- 
lease of the picture through a distributor. 
Normally, a bank loan is obtained to cover 
the cost of a major part of the production. 
This is done in the name of the corporation, 
which assigns most of its properties as 
collateral and agrees to give the bank a 
first lien on the negative and distribution 
returns. The bank may or may not insist 
on a guarantee of completion from some or 
all of the individual stockholders or some 
party outside of the corporation itself, such 
as the contracting studio or distributor. 
The stockholder may or may not have a 
permanent affiliation with the studio by 
employment arrangement or stock owner- 
ship. 


Dissolution of Corporation 


The corporation maintains books and a 
bank account, normally hires employees, 
and in its own name takes the necessary 
steps to complete the picture. Naturally 
its actions are dominated by its few stock- 
holders, who, for the most part, are the 
personalities chiefly important to its suc- 
cess. After the picture has been completed 
and copyrighted, there is little more to be 
done, and the corporation may be dissolved. 
The participants are apt to separate and 
go on to other ventures involving different 
personalities and participants. Subsequently 
the distribution returns come in, going first 
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to the bank and prior lienholders, and finally 
to the former stockholders, who may multi- 
ply their capital many times or lose it all. 


Significant Business Effect 


\laking mental allowance for the ever- 
present possibility of extreme fact combi- 
nations, it can be said with confidence that 
such a corporation has a significant business 
effect and, indeed, operates in a way that 
would be natural if tax considerations were 
absent. That it also has an important tax 
purpose cannot be denied, particularly if it 
s one of a series of such corporations for a 
given individual. 


The phrase significant business effect is 
suggested by the results of the decisions 
discussed below. They indicate that regard 
will be had for a corporation which in its 
own name performs significant business acts 
such as the incurring of debts, the hiring 
of employees, the making and performing 
of contracts and the using of property which 

owns or leases. On the other hand, a 
corporation has no significant business effect 
that is a hollow formality, acting as stake- 
holder, conduit or nominee. 


For years business generally has been 
familiar with the practice of building up 
values within a corporation, and then liqui- 
dating the corporation or selling the stock 
before the increase is reflected on the cor- 
porate books as realized profit. In the past 
this practice was often employed without 
reference to taxes. The tax advantages 
have varied with the corporate and indi- 
vidual rates and with the treatment of capital 
gains and losses accorded by the various 
revenue acts. The spectacular tax advan- 
tage, not by any means confined to the 
movie business, has arisen during the war. 
Liquidation or stock sale prior to reali- 
zation of the corporate profit substitutes a 
single twenty-five per cent capital gain tax 
for a combination of corporate and indi- 
vidual taxes, each of which might be at 
much higher rates. It is not surprising that 
the Commissioner should try to collect the 
tax differential. 


A Clifford Doctrine for Corporations? 


Disregard of Corporate Interest 


The Commissioner’s attack might be 
based on several different theories, consist- 
ent and inconsistent. This article is con- 
cerned with one of the most obvious, 
disregard of the corporate existence. Ignor- 
ing the corporation would reduce the share- 
holder’s basis in the ultimate assets from 
value at the date of corporate liquidation 
to the original investment in the venture. 
If the difference is large, as it would be in 
the case of a successful moving picture, the 
effect is to eliminate much of the share- 
holders’ offset (by deduction of depreci- 
ation or cost) against the proceeds of 
subsequent use or disposition of the property. 
If such proceeds can be established as 
ordinary income, as distinguished from the 
sale price of a capital or business-use asset,’ 
and if they are realized in a short time, the 
ultimate effect of ignoring the corporation 
is to subject the profit to high individual 
rates instead of the twenty-five per cent 
capital gain rate. 


The Commissioner deserves sympathy 
in his efforts to secure maximum revenue 
and prevent special advantages to users of 
tax-purpose devices. It may be wondered, 
however, whether such a course is wise if 
its result is to prevent application of the 
corporate tax statutes to a corporation of 
significant business effect. 


Statute Applicability 


If the corporate tax statutes are not appli- 
cable to all corporations of significant busi- 
ness effect, then what test shall be used to 
determine their applicability? Presumably 
the Commissioner’s answer would be that 
the degree of stockholder dominion and 
control, the tax savings achieved and the 





3In the case of a motion picture, this might 
involve the contention that the receipts were 
rents or royalties, that the picture constituted 
stock in trade and not a business-use asset, or 
that the picture was in reality owned by some 
other party, such as the studio or distributor, 
which in effect paid salaries to the corporate 
stockholders. The merits of these contentions 
will not be discussed here. 
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purpose of achieving them must be weighed 
against the diversification of stock interests 
and the business purposes and results. If 
the first factors outweigh the second or, 
perhaps, heavily outweigh them, then the 


Commissioner may ignore the corporate 
tax laws and the corporation’s existence 
and apply the individual tax provisions and 
rates to a consolidated statement. 


We are not without a guide to what the 
result would be if the courts started to 
apply a test of that kind. It is a little too 
early to foresee the final outcome of the 
campaign against the family partnership,‘ 
but in the field of trusts the effects of 
the Clifford decision are assuming a definite 
shape. In the six years since that decision 
litigated cases have run into the hundreds 
and disputes in the administrative stage 
must be in the thousands. Attempting to 
bring order out of chaos, the Commissioner 
at the end of last year promulgated a 
regulation’ giving his interpretation of the 
Clifford doctrine on page six. The Tax Court 
has already disagreed with the new regu- 
lation.® 


It is interesting to compare this compli- 
cated regulation with Section 166 and 
167 (a) and (b) of the Internal Revenue 
Code. The latter are the same statutory 
provisions which Congress refused to amend 
in the Revenue Act of 1934 by inserting a 
short-term trust provision that the Treasury 
wanted.’ After six years, we find the Con- 
gressional enactments in Sections 166 and 
167 paralleled by administrative-judicial 
enactments of considerably greater com- 
plexity and uncertainty than the short-term 
trust statute rejected by Congress. 


Administrative or Judicial Legislation 


The list of objections to administrative 
or judicial legislation is familiar—retro- 
activity, uncertainty, multiplication of liti- 
gation, loss of public confidence, departure 
from the accepted idea of separation of 
governmental powers, etc. Few would dis- 
pute that these objections should prevail. 
More would urge that the modern Clifford 
doctrine does not constitute unauthorized 
legislation. The writer is inclined to believe 





4Cf. Commissioner v. Tower, 66 S. Ct. 532 
(February 25, 1946) [46-1 ustc {§ 9189]; Lust- 
haus v. Commissioner, 66 S. Ct, 539 (February 
25, 1946) [46-1 ustc § 9190]. 

5 Regulations 111, Section 29.22 (a)-21 and 22, 
as added by T. D. 5488. 

6 Estate of Louis Stockstrom, 7 TC —, No. 
32 (June 27, 1946) [CCH Dec. 15,244]. 

7Cf. Helvering v. Clifford, supra, at pp. 
337-338. 


that it does. In Helvering v. Safe Deposit 
& Trust Company, 316 U. S. 56 [42-1 
ustc J 10,167], the Supreme Court unani- 
mously decided against a somewhat bolder 
attempt to disregard a specific statute in 
favor of administrative application of a 
general one. To regard or disregard the 
statutory tax scheme for corporations ac- 
cording to some nebulous test of degree of 
control and weight of tax purpose, would 
be to progress considerably further than did 
the Clifford case and would have much more 
serious consequences; certainly a sizeable 
segment of the nation’s business would be 
affected or threatened. 


Separation of Corporation and 
Individual Taxation 


Beginning with the Income Tax Law of 
1913, the statutes have provided that tax- 
ation of the income of corporations should 
separate from that of individuals, and that 
individual income should include dividends 
paid by corporations.’ This tax separation 
of corporations from individuals was early 
underscored by the decisions. Etsner v. 
Macomber, 252 U. S. 189 [1 ustc ¥ 32], held 
that the stockholder does not receive tax- 
able income because of corporate earnings 
or increase in value of corporate property, 
and started a line of decisions distinguish- 
ing between a taxable dividend by a corpo- 
ration and a nontaxable change in the form 
of the stockholder’s ownership interest in 
the corporation.® The statutory concept 
that a distribution in liquidation of a 
corporation is equivalent to a payment in 
exchange for its stock, first appeared as 
Section 201(c) of the Revenue Act of 1918 
and, except for an early period when such 
distributions might be ordinary dividends, 
has been a part of the statutory scheme 
ever since.” 


Safeguards Against 
Corporate Device 


Over the years Congress has constructed 
an elaborate system of safeguards to pre- 
vent undue tax advantage from the use 
of the corporate device. To mention some 
of these: The accumulation of unnecessary 
surplus in a corporation in order to avoid 





8 Income Tax Law of 1913, 38 Stat. 114, 166-181, 
Sections II. A,, II. B., ITI. G. 

%E.g., Helvering v. Griffiths, 318 U. S. 371 
[43-1 ustc § 9319]. 

1 See 1 Mertens, Law of Federal Income Taxa- 
tion, Sections 9.03, 9.77. 


832 September, 1946 @ TAX ES—The Tax Magazine 

















posit 
42-] 
lani- 
Ider 
e in 
of a 

the 
} ac- 
2e of 
ould 
n did 
more 
able 
d be 


w of 
tax- 
10uld 
that 
lends 
ation 
early 
er vu. 
_ held 
tax- 
nings 
erty, 
ruish- 
orpo- 
form 
st in 


such 
lends, 
=heme 


ructed 
>) pre- 
e use 
some 
essary 
avoid 


166-181, 
S. 371 


e Taxa- 


gazine 








individual taxes (I. R. C. Section 102) was 
anticipated and provided for in Section 
II. A., subdivision 2 of the original 1913 
act. Personal holding companies, as such, 
were first made the subject of special sur- 
tax provisions by Section 351 of the Reve- 
nue Act of 1934; these are carefully defined 
as corporations the stock of which is more 
than half owned by five or fewer people 
and the income of which is from such 
sources as securities, investments or per- 
sonal service contracts. (I. R. C. Section 
500 et seq.) Significantly, the surtaxes of 
both Section 102 and Section 500 may be 
avoided by declaring dividends or by treat- 
ing them as declared for tax purposes. 


The essentials of Section 115 (g) of the 
Code, taxing stock redemption distributions 
as dividends if they are essentially equiva- 
lent to such, first appeared in Section 201 
(d) of the Revenue Act of 1921. It was 
aimed at schemes to distribute corporate 
earnings through the device of partial liqui- 
dation; regulations of long standing provide 
that bona fide distributions in redemption 
of all of the stock of a corporation are not 
essentially equivalent to taxable dividends 
within the meaning of this provision.” 


In Section 240 (d) of the 1921 act the 
Commissioner was first authorized to con- 
solidate the accounts of commonly owned 

- controlled businesses in order properly 
to reflect income; in Section 45 of the 1928 
act, as in the same section of the present 
Code, this is phrased as permitting reallo- 
cation of income or deductions among such 
businesses for the purpose either of properly 
reflecting income or of preventing evasion 
of taxes. And wherever consolidation of 
accounts of affiliated corporations has other- 
wise been permitted it has been specifically 
provided for by statute.” 


I. R. C. Section 24 (b) (1) (B), prevent- 
ing deduction of losses from sales or ex- 
changes of property between individuals 
and their controlled corporations, first ap- 
peared as Section 24 (a) (6) of the 1934 
act; and I. R. C. Section 24 (b) (1) (C) 
was subsequently added, applying the rule 
to similar transactions between commonly 
controlled corporations, at least one of which 
is a personal holding company. I. R. C. 
Section 24 (c) contains provisions devised 
to prevent one of two such related tax- 
payers from taking deduction for accrued 
expense which the other does not promptly 
include in income. 





1 Regulations 111, Section 29.115-9, 
lation 69 (1926 Act), Article 1549. 
12 See 8 Mertens, Chapter 46. 
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Such detailed legislative provisions em- 
phasizing the separate corporate existence 
and providing specific remedies for tax 
avoidance with a closely owned corporation, 
argue strongly against court sanction of a 
parallel set of remedies that might be ad- 
ministratively devised by ignoring the cor- 
poration and these statutes. (Helvering v. 
Safe Deposit & Trust Company, supra.) 


Important Decisions 


The decisions concerning tax regard or 
disregard of the corporate entity have been 
ably analyzed from time to time.” The 
classic approach, which is not concerned 
with the relative positions of taxpayer and 
government in the litigation, is summed up 
in the following quotation from New Colonial 
Ice Company v. Helvering, 292 U. S. 435, 442 
[4 ustc J 1292]: 


“As a general rule a corporation and its 
stockholders are deemed separate entities 
[citing cases] and this is true in respect of 
tax problems. (Klein v. Board of Tax Super- 
visors, 282 U. S. 19, 24; Dalton v. Bowers, 
287 U. S. 404, 410 [3 ustc J 1008]; Burnet 
v. Clark, 287 U. S. 410, 415 [3 uste J 1010]; 
Burnet v. Commonwealth Improvement Com- 
pany, 287 U. S. 415, 418-420 [3 uste J 1009].) 
Of course, the rule is subject to the qualifica- 
tion that the separate identity may be disre- 
garded in exceptional situations where it 
otherwise would present an obstacle to the due 
protection or enforcement of public or private 
rights. (United States v. Lehigh Valley Ratl- 
road Company, 220 U. S. 257, 272-274; Chicago, 
Milwaukee & St. Paul Ratlway Company v. 
Minneapolis Civic & Commerce Association, 
247 U. S. 490, 500, 501; Southern Pacific 
Company v. Lowe, 247 U. S. 330, 337, 338 
[1 ustc § 19]; Gulf Oil Corporation v. Lew- 
ellyn, 248 U. S. 39, 71 [1 ustc f 23].)” 


Perhaps the best known “exceptional situa- 
tion” case cited is Southern Pacific Company 
v. Lowe, wherein a parent corporation was 
deemed to have sufficient ownership of its 
subsidiary’s pre-1913 surplus to give tax 
exemption to dividends declared therefrom 
to the parent by the subsidiary.* Although 
there is language that the dividend itself 
was of little significance, the opinion seems 





13 E.g., Cleary, ‘‘The Corporate Entity in Tax 
Cases,’’ 1 Tax Law Review 1; Case, ‘‘Disregard 
of Corporate Entity in Federal Taxation—The 
Modern Approach,”’ 30 Virginia Law Review 
398; Levitt, ‘‘Disregarding the Corporate En- 
tity in Tax Cases,’’ 22 TAXES 457. 

4Cf, Lynch v. Hornby, 247 U. S. 339 [1 ustc 
{ 20]. Such dividends were exempted from tax- 
ation by the Revenue Act of 1916. See 1 Mer- 
tens, Section 6.13. 
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not to disregard the subsidiary’s existence, 
but to look through the veil for a limited 
purpose. Entire disregard should have 
eliminated any discussion of pre-1913 earn- 
ings. This case, like several other early 
ones dealing with peculiar questions of stat- 
utory interpretation, is scarcely an authority 
of significance for the present problem.” 
Gregory v. Helvering, 293 U. S. 465 [35-1 
ustc § 9043] decided in 1935, involved the 
use of a corporation for a few days to make 
a dividend seem like a tax-free reorganiza- 
tion. The Court was careful to point out 
that the tax-saving motive was immaterial; 
the mechanics employed were no more than 
tax-purpose mechanics and, on their face, 
did not constitute a statutory reorganization. 
The case is widely relied on to condemn activ- 
ities or corporations because of their tax pur- 
pose ;** what it really condemns are activities 
or corporations having only a tax effect.” 


Smith Cases 


A new point of departure in the law came 
with Higgins v. Snuth, 308 U. S. 473 [40-1 
ustc J 9160], decided in 1940, which will be 
discussed in company with the Second Cir- 
cuit case of Commissioner v. Smith 136 F. 
(2nd) 556 (1943) [43-1 ustc { 9477], in- 
volving the same taxpayer, and the subse- 
quent Supreme Court decision in Moline 
Properties, Inc. v. Commissioner 319 U. S. 
436 (1943) [43-1 ustc § 9464]. From the 
recitation of facts in the two Smuth cases 
it would appear that the taxpayer’s wholly 
owned Innisfail Corporation had no signifi- 
cant business effect. It bought, sold and 
held securities on its books, but the securi- 
ties were registered and dealt in by Mr. 
Smith in his own name. The corporation 
was one end of a paper arrangement with 
the taxpayer existing within the taxpayer’s 
office, but insignificant to the outside busi- 
ness world and, indeed, to the taxpayer, 
except for the hoped for tax benefits. The 
Supreme Court ignored one of taxpayer’s 


5 E.g., 
(CCA-4, 
Line v. Commissioner, 77 F. 
1935) [35-2 ustc f] 9428]. 

1% E.g., Bazley v. Commissioner (CCA-3, April 


Schoeenheit v. Lucas, 44 F, 


(2nd) 476 
1930) [2 wustc { 591]; 


Munson 8. 8. 
(2nd) 849 (CCA-2, 


16, 1946) [46-1 ustc { 9237], cert. applied for, 
affg. 4 TC 897 [CCH Dec. 14,423]; Adams v. 
Commissioner (CCA-3, April 16, 1946) [46-1 ustc 
9238], cert. ‘applied for June 18, 1946, affg. 5 
TC 351 [CCH Dec. 14,631]. 

17 See discussion by Judge L. Hand in Na- 
tional Investors Corporation v. Hoey, 144 F. 
(2nd) 466, 468 (CCA-2, 1944) [44-2 ustc { 9407]. 
See also LHlectrical Securities Corporation v. 
Commissioner, 92 F. (2nd) 593 (CCA-2) [37-2 
ustc {§ 9529]; Harold B. Franklin v. Commis- 
sioner, 34 BTA 927 [CCH Dec. 9462]. 
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paper loss transactions with this shell; the 
Second Circuit later broke the shell and 
consolidated its accounts with the taxpayer’s. 


In his Smith opinion Mr. Justice Reed was 
fluent about control, the flow of benefits, 
actualities, and the intention to reduce tax 
liability. But he was considerably more re- 
strained in the Moline case where a corpo- 
rate taxpayer sought to efface itself in 
favor of having its stockholder taxed with 
certain real estate gains. In the Smuth opin- 
ion he had said that the tax disadvantages of 
a corporation were binding upon the taxpayer 
but not necessarily upon the Commissioner; 
where the form “is unreal or a sham” the 
Commissioner may “sustain or disregard the 
effect of the fiction as best serves the pur- 
poses of the tax statute.” (Page 477.) On 
the other hand, his Moline opinion seems to 
place little emphasis upon the difference 
between taxpayer and Commissioner, ob- 
serving in a general way (pages 438-439): 

“The doctrine of corporate entity fills a 
useful purpose in business life. Whether 
the purpose be to gain an advantage under 
the law of the state of incorporation or 
to avoid or to comply with the demands of 
creditors or to serve the creator’s personal 
or undisclosed convenience, so long as that 
purpose is the equivalent of business activity 
or is followed by the carrying on of business 
by the corporation, the corporation remains 
a separate taxable entity.” 


Effect of Decisions 


The total effect of these decisions can 
be differently assessed according to the 
viewpoint. They appear to the writer to 
say that a corporation performing a busi- 
ness function—i. e., having significant busi- 
ness effect—will be regarded even though 
tax avoidance is a dominant motive. A cor- 
poration having no business significance, but 
used solely for tax purposes, can be accepted 
or ignored according to the Commissioner’s 
discretion. This seems to be the interpre- 
tation adopted by Judge Learned Hand in 
National Investors Corporation v. Hoey, 144 
F. (2nd) 466, 467, 468 (CCA 2, 1944) [44-2 
ustc J 9407]. 


That the line of decisions granting tax- 
payers’ requests to disregard conduit, 
nominee or title holding corporations * has 


18 Stewart Forshay v. Commissioner, 20 BTA 
537 (1930) [CCH Dec, 6251]; Greenleaf Textile 
Corporation v. Commissioner, 26 BTA 737 (1932) 
[CCH Dec. 7687], affd. 65 F. (2nd) 1017 (CCA-2); 
Moro Realty Holding Corporation v. Commis- 
sioner, 25 BTA 1135 (1932) [CCH Dec, 7522], 
affd. 65 F. (2nd) 1013 (CCA-2); 112 West 59th 

[Footnote continued on Page 835] 
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continued since Higgins v. Smith,” is under- 
standable since these normally are not tax- 
purpose devices. However, the more recent 
decisions are careful to search for business 
significance and uphold the corporation 
where any appears; * though many of these 
point out that the taxpayer must adhere to 
his own device, others do not emphasize 
this and leave the inference that their de- 
cision would be the same if the Commis- 
sioner were the disregarding litigant. 


Corporation Upheld 


Some of the recent decisions have been 
quite firm in upholding the corporation to 
the taxpayer’s advantage and over the 
Commissioner’s objections. For instance, in 
Commisstoner v. Montgomery, 144 F. (2nd) 
313 (CCA-5, 1944) [44-2 ustc { 9414], the 
Tax Court™ was affirmed in sustaining the 
assignment of a building contract to a 
family corporation in the middle of per- 
formance, thereby splitting income. Judge 
Hutcheson strongly dissented, not on the 
ground that the corporation should be dis- 
regarded, but because he thought that the 
income had been almost entirely earned 





{Footnote 18—continued] 

Street Corporation v, Helvering, 68 F. (2nd) 
397 (CA of DC, 1933) [3 ustc 1181]; Thrift 
Realty Company v. Commissioner, 29 BTA 
545 (1933) [CCH Dec. 8319]; Mark A. Mayer v. 
Commissioner, 36 BTA 117 (1937) [CCH Dec. 
9680]; Abrams Sons’ Realty Corporation v. Com- 
missioner, 40 BTA 653 (1939) [CCH Dec. 10,830]. 

The following decisions are of more doubtful 
validity today: North Jersey Title Insurance 
Company v. Commissioner, 84 F. (2nd) 898 
(CCA-3, 1936) [36-2 ustc J 9396]; Carling Hold- 
ing Company v. Commissioner, 41 BTA 493 
(1940) [CCH Dec, 11,022]. 

"Inland Development Company v, Commis- 
sioner, 120 F. (2nd) 986 (CCA-10, 1941) [41-2 
ustc § 9500]; U. S. v. Brager Building & Land 
Corporation, 124 F. (2nd) 349 (CCA-4, 1941) 
[41-2 ustc | 9799]; Lewis Grigsby Trust v, Com- 
missioner, 5 TC 51 (1945) [CCH Dec. 14,559]; 
Woods Lumber Company v. Commissioner, 44 
BTA 88 [CCH Dec. 11,759]. 

*° Palear Real Estate Company v, Commis- 


Sioner, 131 F. (2nd) 210 (CCA-8, 1942) [42-2 
ustc § 9733]: Watson v. Commissioner, 124 F. 
(2nd) 437 (CCA-2, 1942) [42-1 ustc { 9204]; Sal- 


mon v. Commissioner, 126 F. (2nd) 203 (CCA-2, 
1942) [42-1 ustc § 9311]; Texas Empire Pipe 
Line Company v. Commissioner, 127 F. (2nd) 
220 (CCA-10, 1942) [42-1 ustc { 9365]; Lillian 
Jeffries v. Commissioner, 5 TC 1338 (1945) [CCH 
Dec. 14,902]; Nadi Wheeler v. Commissioner, 
TC memo. (June 9, 1943) [CCH Dec. 13,272(M)]; 
Esmond Mills v. Commissioner, 132 F. (2nd) 
753 (CCA-1, 1943) [43-1 ustc { 9237]; Vim Se- 
curities Corporation v. Commissioner, 130 F. 
(2nd) 106 (CCA-2, 1942) [42-2 ustc {| 9602]. 

The following decisions emphasize the im- 
portance of the use of a corporation as a shield 
against creditors: Sheldon Building Corpora- 


A Clifford Doctrine for Corporations? 


prior to the assignment. Additional cases 
are cited in the footnote.” In Commissioner 
v. Laughton, 113 F. (2nd) 103 [40-1 ustc 
7 9561], decided shortly after Higgins vw. 
Smith but before Moline Properties, the 
Ninth Circuit sent the case back to the 
Board of Tax Appeals for further consider- 
ation in view of the Smith decision; not- 
withstanding that decision, the opinion 
indicates agreement with the previous finding 
by the Board that Laughton’s corporation, 
which dealt in his own services, was valid.” 
Also, arrangements for separating parts of 
a closely held business into two entities, 
such as a corporation and a partnership 


or trust, have been sustained in several 
instances.” 


Corporation Disregarded 


The Commissioner succeeded in having 
the corporation disregarded in Hay v. Com- 
missioner, 145 F. (2nd) 1001 (CCA-4, 1944) 
[44-2 ustc J 9522], where a Nassau corpo- 
ration had done nothing but receive and 
hold cash and securities as a patent tax 
dodge; and in Thomas K. Glenn v. Com- 
missioner, 3 TC 328 (1944) [CCH Dec. 


tion v. Commissioner, 118 F. (2nd) 835 (CCA-7, 
1941) [41-1 ustc { 9340]; Brudno v. Commis- 
sioner, 138 F. (2nd) 779 (CCA-6, 1943) [43-2 
ustc § 9651]; Rogan v. Starr Piano Company, 
139 F, (2nd) 671 (CCA-9, 1943) [44-1 ustc f] 9126]; 
Halprin v. Commissioner, 154 F. (2nd) 112 
(CCA-2) [46-1 ustc [9222], affg. TC memo. 
(July 23, 1945) [CCH Dec. 14,692(M)]; Paymer 
v. Commissioner, 150 F. (2nd) 334 (CCA-2, 1945) 
[45-2 ustc { 9353]; Pennsylvania Forge Corpo- 
ration v, Commissioner, TC memo. (September 
6, 1943) [CCH Dec. 13,467(M)]. See also Inter- 
state Transit Lines v. Commissioner, 319 U. S. 
590 [43-1 ustc J 9486]; U. S. v. Joliet & Chicago 
Railroad Company, 315 U. S. 44 [42-1 ustc 
9222]; Deputy v. DuPont, 308 U. S. 488 [40-1 
ustc § 9161]; U. S. v. Morris & Essex Railroad, 
135 F. (2nd) 711 [43-1 ustc § 9432]. 

211 TC 1000 [CCH Dec. 13,134]. 

22 John Sherwin v. Commissioner, 46 BTA 330 
(1942) [CCH Dec. 12,415]; A. G. Nelson Paper 
Company, Inc. v. Commissioner, TC memo, (Au- 
gust 30, 1944) [CCH Dec, 14,112(M)]; Rhode 
Island Hospital Trust Company v. Commissioner, 
7 TC —, No. 26 (1946) [CCH Dec. 15,238]. 

23 Cf. Fontaine Fox v. Commissioner, 37 BTA 
271 [CCH Dec. 9942]; John Charles Thomas v. 
Commissioner, BTA memo (March 14, 1939) 
[CCH Dec. 10,622 (A)]. I. R. C. Section 502 (e) 
has taken over this problem. 

24 Commissioner v. Greenspun, (CCA-5, July 
19, 1946) [46-2 ustc J 9329]; Ames Theatre Com- 
pany v. Commissioner, TC memo. (January 22, 
1946) [CCH Dec. 14,966(M)], and cases there 
cited; Seminole Flavor Company v. Commis- 
sioner, 4 TC 1215 (1945) [CCH Dec. 14,511], and 
cases there cited; Barq’s Bottling Company v. 
Commissioner, TC memo. (June 21, 1946) [CCH 
Dec. 15,248(M)]; John Wachtel Corporation v. 
Commissioner, TC memo, (June 29, 1945) [CCH 
Dec. 14,683(M)]. 
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13,752], where the taxpayer’s corporation 
was just a shade above a title-holding 
nominee. Following the lead of Higgins v. 
Smith, pure tax purpose transactions with 
controlled corporations have been held not 
to give rise to deductions in some cases, 
even though Section 24 was not expressly 
applicable;* but such decisions are not 
precedents ior entirely disregarding the 
corporate existence. In National Investors 
Corporation v. Hoey, supra, Judge Hand 
recognized the business effect of the corpo- 
ration at its inception, but thought it had 
ultimately languished into a pure tax device. 
The wisdom of thus treating a decedent 
business corporation as already dissolved 
for tax purposes is open to some question, 
but the National Investors case is on the 
whole a support for the argument that tax 
motives do not wipe out a corporation of 
business significance. 


Products Transferred to Subsidiary 


Somewhat conflicting decisions have been 
rendered as to the transfer of products to 
a subsidiary or affiliate to avoid an antici- 
pated excise tax.% This is basically a 
question similar to that presented in Com- 


missioner v. Court Holding Company, 324 
U. S. 331 [45-1 ustc 7 9215], or Griffiths v. 
Helvering, 308 U. S. 355 [40-1 ustc J 9123]: 
When will an anticipatory transfer or 
arrangement be disregarded? Such decisions 
do not carry much weight in determining 
the income tax existence or non-existence of 
a corporation. 


It is believed that the decisions to date 
support the idea that the existence of a 
corporation of significant business effect 
will be observed for tax purposes even 
against the Commissioner’s complaint about 
tax motives. 


Conclusion 


It is uncertain just how far the Com- 
missioner proposes to attempt to go in look- 
ing through business corporations which are 
strongly motivated by tax considerations. 
Perhaps he has in mind no very marked 
departure from existing precedent. But, if 
corporations of significant business effect 
are to be disregarded or penalized for their 
tax advantages, it is to be hoped that this 
will be done in Congress, not the courts. 


[The End] 





*% Wickwire v. U. S., 116 F. (2nd) 679 (CCA-6, 
1941) [41-1 ustc {§ 9175]; Crown Cork Interna- 
tional Corporation v. Commissioner, 4 TC 19 
(1944) [CCH Dec. 14,128], affd. 149 F. (2nd) 
968 (CCA-3) [45-2 ustc {§ 9324]. 

26 Continental Oil Company v. Jones, 113 F. 
(2nd) 557 (CCA-10, 1940) [40-2 ustc { 9549]; 
Samson Tire Company v. Rogan, 136 F. (2nd) 
345 (CCA-9, 1943) [43-1 ustc {§ 9485]; Standard 
Oil Company (Ohio) v. U. S., 63 F. Supp. 48 
(1945) [45-2 ustc § 9413]. 

Cf. the following conflicting decisions dealing 


with the parent corporation’s right of recovery 
of A.A.A, taxes paid by a subsidiary which had 
passed on the burden to the parent and which 
later was merged with the parent: Interwoven 
Stocking Company v. U. S., 144 F. (2nd) 768 
(CCA-3, 1944) [44-2 ustc § 9454]; Upchurch Pack- 
ing Company, Inc. v. U. 8., 151 F. (2nd) 983 
(CCA-5, 1945) [45-2 ustc § 9454]. See also Carl- 
ton B. Overton v. Commissioner, 6 TC 304 (1946) 
[CCH Dee. 15,002]; Phebus Oil Company v. 
Commissioner, 134 F. (2nd) 217 (CCA-5, 1943) 
[43-1 ustc § 9301]. 
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TAX RESTRICTED INDIAN ESTATES 


The Oklahoma Supreme Court, by a 6-1 decision, has held estates of de- 
ceased, fullblood, restricted Osage Indians, with the exception of allotted home- 
steads, subject to Oklahoma estate, transfer, or inheritance tax. 

This decision, in Yarbrough, Executor, et al. v. Commissioner, overrules 
Oklahoma’s previous position in refusing to tax restricted Indian estates, as 
illustrated by Childers v. Pope, and an Attorney General’s opinion of July 7, 1931. 

The change in Oklahoma’s attitude in this respect may be attributed largely 
to the change in the federal attitude, which has resulted in extending application 
of tax to restricted Indians previously regarded as immune from taxation. 
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THE LAWYER'S DILEMMA 








By MILTON S. SCHILLER 






The author is an attorney specializing in tax law and is associated with the firm 
of Weinberg and Green in Baltimore, Maryland. He is a member of the Massa- 


(y= OF THE TAX PROBLEMS which 
confront a law partnership concerns a 
method of providing for the widow of a de- 
ceased partner without creating an undue 
hardship for the surviving partner. For the 
purpose of analysis, let us consider a hypo- 
thetical situation.* 


A and B are engaged in the practice of 
law. They conduct their business as a part- 
nership on an equal basis. Their books of 
account are kept on a cash receipts and dis- 
bursements and calendar year basis. Among 
the firm’s assets are the original capital con- 
tribution of each individual to the part- 
nership, undistributed profits, furniture and 
fixtures, the library, accounts receivable, 
work in process and good will. 


\ and B desire to accomplish the follow- 
ing specific result: that the widow of the 
partner first dying shall receive a sum suffi- 
cient for her support for a period of a cer- 
tain number of years following the calendar 
year in which the death of the decedent oc- 
curs, and that this sum shall be taxable as 
ordinary income in the hands of the widow 
and be deductible by the surviving partner 





* After this article was written and submitted 
to the editor, the Tax Court promulgated its 
opinion in two cases, Charles F. Coates, 7 TC 


—, No. 17 [CCH Dec. 15,224] (June 13, 1946) 
and John G. Madden et al., TC memo. op. 
[CCH Dec. 15,266(M)] (July 2, 1946). 


In the Coates case, the partnership agreement 
of an accounting firm provided not only for the 
payment to the estate of a deceased partner of 
a share in the partnership earnings for five 
years after the death of such partner, but also 
specifically provided for the payment of all 
undrawn earnings and share in work in progress 
at the time of his death. The court held that 
the income earned after the death of the de 
ceased partner and paid to the estate of such 
deceased partner pursuant to the partnership 
agreement, was not taxable to the surviving 
partners. 

In the Madden case, the oral agreement of a 
law partnership provided for the payment of a 
percentage of the partnership earnings to the 
senior partner for a limited period, and in the 


The Lawyer’s Dilemma 





chusetts and Maryland Bars and was formerly an attorney with the Tax Court 





in ascertaining the amount of net income 
from the business on which he is taxable. 


A and B, being ordinary practitioners, not 
versed in the niceties of tax law (despite the 
countless expressions by courts that taxa- 
tion is concerned with substance and not 
with form), might draw a partnership agree- 
ment providing simply that upon the death 
of the partner first dying there shall be paid 
for a certain number of years to the deceased 
partner’s widow fifty per cent of the net 
profits of the business in full payment of 
such deceased partner’s interest in the firm. 
Relying on the seemingly analogous provi+ 
sions of Regulations 111, Section 29.23 (2)-9, 
which provide that when “the amount of the 
salary of an officer or employee is paid for’a 
limited period after his death to his widow 
or heirs in recognition of the services ren- 
dered by the individual, such payments may 
be deducted,” A and B might believe that 
each has avoided the possibility of working 
for nothing. But that possibility is precisely 
what might happen. For example, if in the 
year following the death of A the net profit 
of the business was $50,000, B would have 
nothing left if he was not allowed to deduct 








event of his prior death, such percentage was 
to go to his estate for the remainder of the 
calendar year in which his death occurred, and 
thereafter, if the earnings permitted, $500 a 
month was to be paid to his wife for a period of 
four years or until her prior death. The court 
held that payments made to the decedent’s estate 
and to his widow pursuant to such agreement 
were not taxable to the surviving partners. The 
opinion emphasized the fact that the firm kept 
no capital accounts, that the firm’s law books 
were purchased by the individual partners, and 
that good will was non-existent. With these fac- 
tors out of the way, the court had no difficulty 
in concluding that ‘‘the parties were concerned 
only with the distribution of income . . and 
were not purchasing his interest in the partner- 
ship as of the date of his death.”’ 

The decisions of the Tax Court in these two 
cases appear to substantiate the conclusions set 
forth in this article. They also seem to indicate 
a more liberal trend in cases of this type and 
to dispel some of the confusion created by the 
cases discussed in this article. 
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the $25,000 he paid to A’s widow, because B 
would also have to pay approximately $25,000 
in federal income taxes. And, truth being 
stranger than fiction, such a provision as 
that set forth above would undoubtedly be 
interpreted to be a purchase by B of A’s in- 
terest in the partnership with the result that 
the $25,000 paid by B to A’s widow would 
not be deductible by B in computing the 
net income of the firm on which he must 
pay a tax. 


A and B realize that their problem can- 
not be solved satisfactorily in the foregoing 
manner, or by insurance, or by a provision 
in their partnership agreement whereby the 
widow of the partner first dying is entitled 
either to a certain percentage of net profits 
after taxes or to a smaller percentage of net 
profits before taxes. They determine, there- 
fore, to examine the law to ascertain whether 
their problem is capable of solution precisely 
in the manner they desire. 


Purchase of Capital Asset 


In the case of Estate of George R. Nutter, 
46 BTA 35 [CCH Dec. 12,230] (affirmed on 
other grounds sub nom. McClennen, Exrs. v. 
Commissioner, 131 F. (2d) 165 [42-2 ustc 
7 10,215]), the Tax Court (then the Board 
of Tax Appeals), in a “court reviewed” 
opinion to which there were only two dis- 
sents, had before it for interpretation a 
partnership agreement entered into by the 
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various members of a firm of attorneys, 
The agreement provided that the deceased 
partner’s estate “shall, in addition to his 
percentage of net profits of the Firm re- 
ceived by it in cash up to the date of such 
death ... also receive the same percentage 
of net profits of the Firm received by it in 
cash until the expiration of the eighteen 
(18) calendar months next after such... 
death, and this shall be in full of the 

deceasing member’s interest in the capital, 
the assets, the receivables, the possibilities 
and the good will of the Firm.” The de- 
cedent in this case died on February 21, 
1937. His percentage of firm profits from 
March 1, 1937, to August 31, 1938, amounted 
to $34,069.99. The court held that this sum 
should have been included in the decedent’s 
gross estate because it represented the pur- 
chase of a capital asset by the surviving 
partners and was not income to the de- 
cedent’s heir, to whom it was distributed. 


In the Nutter case the court was not im- 
pressed with the taxpayer’s argument that 
this was a partnership with no capital in- 
vestment and no tangible assets, pointing 
out that the firm’s balance sheet on Feb- 
ruary 28, 1937, the date nearest the death 
of the decedent, sets up for the partnership 
a “Capital Account” (the interest of the 
partnership in a working cash balance) of 
$12,375, a “Plant Account” (the interest of 
the partnership in such items as_ books, 
furniture and fixtures in the law office) of 
$8,932.44 and “Undistributed Profits” of 
$73,634.50; and for the decedent, a “Plant 
Account” of $744.37 and a “Capital Ac- 
count” of $1,931.25. The court concluded 
that the following language from the leading 
case of Bull v. U. S., 295 U. S. 247 [35-1 ustc 
{ 9346], described the situation it had be- 
fore it: 


“Where the effect of the contract is that 
the deceased partner’s estate shall leave his 
interest in the business and the surviving 
partners shall acquire it by payments to the 
estate, the transaction is a sale, and pay- 
ments made to the estate are for the account 
of the survivors. It results that the surviv- 
ing partners are taxable upon firm profits 
and the estate is not.” 


Bellinger Case 


Compare, however, with the Nutter case, 
the recent case of Estate of Frederic C. 
Bellinger, 5 TCM — [CCH Dec. 14,996(M)], 
February 14, 1946, which also involved a 
law partnership. The agreement relating to 
such partnership provided that the law prac- 
tice, the clientele, accounts receivable, 
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choses in action and all other property and 
assets of the firm, including the exclusive 
right to practice law under the firm name, 
were owned by certain named individuals 
(other than the decedent); that, “In case of 
the withdrawal ... of any partner ... the 
estate of .. . such withdrawing partner . 
shall be entitled to receive ... for a period 
of two years after his... withdrawal... 
from this firm . . . an amount equal to his 
proportion of the profits of the practice 
conducted hereunder during such two 
years”; and that the “compensation herein 
provided for the several partners . .. upon 
the... withdrawal ... shall be and consti- 
tute compensation for and be lieu and satis- 
faction of all rights, participation, claim and 
demand of such partner in the unfinished 
matters of the firm, its business, clientele, 
property and assets, of all and every char- 
acter.” The decedent withdrew from the 
partnership in May, 1940. He died Sep- 
tember 9, 1941. The amounts received by 
his estate after death were held to be in- 
come to the estate. The court also relied 
upon the Bull case in refuting the idea that 
the amount received was the price of the 
withdrawing member’s assets or interest in 
the business and quoted the following 
language: 


“c 


. .. the survivors have purchased noth- 
ing belonging to the decedent, who made no 
investment in the business and owned no 
tangible property connected with it. The 
portion of the profits paid his estate was 
therefore income and not corpus.” 


‘Income’ and ‘‘Purchase’’ Rules 


The Bull case thus appears to lay down 
both the “income” rule and the “purchase” 
rule, The case itself involved a partnership 
engaged in the business of ship brokers. The 
Supreme Court characterized the partner- 
ship as “a personal service partnership hav- 
ing no invested capital” and held that where 
the partnership agreement provided that if 
in the event of a partner’s death, the sur- 
vivors continued the business for a year, 
the estate was to share the profits or losses 
in the same manner as the deceased partner 
would if living; the profits coming to the 
estate from such continuance of the busi- 
ness were not to be regarded as the fruits 
of a sale of any interest of the deceased to 
the survivors, but were income to the estate 
and taxable as such. 


Thus, as is pointed out by Rabkin and 
Johnson in their treatise on Federal Income 
Gift and Estate Taxation (Volume 1, page 
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1024 et seq.), “The most significant factor 
is whether or not the surviving partners ac- 
quire a substantial capital account from the 
decedent. The ‘intention’ evidenced by the 
terminology of the partnership agreement 
has also been considered important.” Hav- 
ing in mind this dual test—(1) the survivor’s 
acquisition of a substantial capital account 
and (2) the intention of the parties as evi- 
denced by the partnership agreement, A 
and B proceed to analyze some of the other 
decisions bearing on this subject. 


Carter Case 


IV. Frank Carter, 36 BTA 60 [CCH Dec. 
9671], likewise involved a law partnership. 
There the partnership agreement provided 
that “in the event of the death of any mem- 
ber of the firm, his heirs, executor or ad- 
ministrator shall receive from the firm a 
sum equal to one-half of the amount actually 
received by such deceased partner during the 
two calendar years next preceding such death 
. . . Such payment shall be in lieu of all 
interest which the heirs, executors or ad- 
ministrators of such deceased partner may 
have in any fees received by the firm sub- 
sequent to the date of such death (whether 
the services for the rendition of which such 
fees were received were performed either 
prior to or subsequent to such death) and in 
full payment of the interest of such deceased 
partner in the library and office equipment 
of the firm.” (Italics supplied.) The court 
held: “The conclusion seems inescapable to 
us that by the payment of a definitely as- 
certainable consideration ... the surviving 
partners of the old partnership purchased all 
of the interest of the deceased ... in the 
firm and its assets.” This case was fol- 
lowed in Estate of Wm. T. Jones, BTA 
memo. op. [CCH Dec. 13,715(M)], Feb- 
ruary 5, 1944, involving the same agreement. 


Undissolved Partnership 


City Bank Farmers Trust Co., Exr., 29 
BTA 190 [CCH Dec. 8263], also involved 
a law partnership. There the agreement 
provided: “The death of either of the 
parties hereto at any time after the date of 
this agreement shall not effect a dissolution 
of the partnership, which shall on the con- 
trary be continued for six months thereafter, 
and the estate of such deceased partner for 
such period of six months, and as payment 
for the good will of the deceased partner in 
the practice, shall share in the income and 
expenses of the firm to the same extent as 
he would have done if he had lived.” The 
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court held that the sums paid to the de- 
cedent’s executor which represented profits 
earned by the business after the decedent’s 
death were not income to the decedent’s 
estate. This decision was followed in H. 
Lewis Brown, 1 TC 760 [CCH Dec. 13,059], 
involving the same partnership agreement. 
In the Brown case the court held that the 
surviving partner could not, in computing 
his tax liability, deduct amounts paid to the 
decedent’s estate representing sums earned 
after the decedent’s death. 


Other Applications of 
“‘Purchase’”’ Rule 


In addition to the cases discussed above 
involving law partnerships, where the part- 
nership agreements resulted in the applica- 
tion of the “purchase” rule, there have been 
numerous other applications of the “pur- 
chase” rule. For example, in the case of 
Hill v. Commissioner, 38 F. (2d) 165 [1930 
CCH f 9118], cert. den. 281 U. S. 761, affirm- 
ing 14 BTA 572 [CCH Dec. 4640] (cited 
with approval in the Bull case), the part- 
nership agreement in an insurance agency 
and brokerage business provided that “in 
the event of the death of any one of the 
aforesaid partners... the surviving partners 
will pay to the estate of the deceased part- 
ner... three (3) annual payments for the 
three (3) entire years next succeeding the 
time of his death, sums equal to the full 
amount of his net profits next succeeding 
such death, sums equal to five per cent 
(5%) of the full amount of his net profits 
for each of the said fourth and fifth years 

. and the completion of these payments 
shall be in full settlement of the said de- 
ceased partner’s interest, and the business 
shall then become the sole property of the 
surviving partners.” The surviving part- 
ners excluded the payments made to the 
decedent’s estate in computing the amount 
of partnership income available for distribu- 
tion to themselves. The Tax Court (then 
the Board of Tax Appeals) upheld the Com- 
missioner’s inclusion in the partnership income 
of the amounts paid to the decedent’s estate, 
stating, “The profits of a partnership belong 
to the partners. They may choose to make 
any disposition which they wish of such pro- 
fits. They may bind themselves to pay over 
those profits or a portion of them for the ac- 
quisition of a capital asset ...a partner may 
not avoid the income tax under an agree- 
ment by which his share or a portion of 
his share of the profits of the partnership 
are to be paid to the estate of a deceased 
partner in the acquiring of such deceased 
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partner’s interest in the assets of a prior part- 
ship.” (Italics supplied.) The Circuit Court, 
in affirming, characterized the payment as “the 
purchase of a capital asset by the new part- 
nership payable out of the net profits of its 
business, which profits belonged and would 
otherwise have been distributed to its 
members.” 


Fire Insurance Partnership 


Pope v. Commissioner, 39 F. (2d) 420 [2 
ustc 9506], affirming Stephen J. Hallahan, 
et al., 14 BTA 584 [CCH Dec. 4641] (also 
cited with approval in the Bull case), in- 
volved a partnership engaged in the general 
fire insurance business. The partnership 
agreement provided that, “in case of the 
decease of any one of the partners, the two 
surviving partners shall have an option upon 
the share or interest in the partnership of 
the deceased partner and the price to be 
paid therefore shall be the proportionate 
share of the deceased partner in the profits 
of the business for the three years succeed- 
ing the date of his decease.” The Circuit 
Court held that sums paid under these pro- 
visions represented the purchase of a capital 
asset by the new firm, and “being paid for 
out of its net profits, was not a deductible 
expense.” 


Brokerage Partnership 


Arthur C. Hilmer, 27 BTA 1165 [CCH 
Dec. 8003], involved a partnership engaged 
in the general brokerage business. The tax- 
payer entered into a partnership agreement 
with the decedent and one other whereby it 
was agreed that the decedent retained sole 
ownership of the firm name, its good will, 
furniture and fixtures and seats on various 
stock exchanges; that upon the decedent’s 
death, surviving partners could elect to con- 
tinue the business, without paying anything 
on account of the use of the firm name or on 
account of good will except that the new 
firm would have to pay the decedent’s estate 
the amount of his interest in the firm, the 
amount of his furniture and fixtures ac- 
count, the then market value of the seats on 
the exchanges, and in addition thereto “an- 
nually an amount equal to twenty-five per 
centum (25%) of the net profits of the 
business ... for three years after the date 
of the death of [the decedent].” The de- 
cedent died June 22, 1925. On July 1, 
1925, the surviving partners of the old part- 
nership formed a new partnership with two 
others. The new agreement provided that 
the good will of the new partnership as well as 
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the right to the firm name of the old part- 
nership should belong exclusively to the 
survivors of the original partnership. This 
new agreement also provided for the pay- 
ment to the decedent’s estate of twenty-five 
per cent of the net profits of the new part- 
nership for three years from July 1, 1925, 
and for charging any such payments as an 
expense of the new firm. The court held 
that the decedent’s assets were purchased by 
the surviving partners of the old partnership 
in their individual capacities, that “The 
effect of the transactions was to have the 
(new) partnership pay personal obligations 
of its members,” and that “Such shifting 
of obligations cannot be availed of to re- 
duce partnership profits for tax purposes.” 
The court remarked that the sums paid to 
the decedent’s estate “were not payable out 
of partnership profits, but merely based on 
the amount of earnings,” and that “the estate 
was not a member of the new partnership 
and was not entitled to share in its earn- 
ings.” (Compare Commissioner v. Smiley, 
86 F. (2d) 658 [36-2 ustc J 9524].) 


Other cases applying the “purchase” rule 
are Benedict v. Price, 38 F. (2d) 309 [1930 
CCH § 9045]; Estate of Bavier C. Miller, 38 
PTA 487 [CCH Dec. 10,417]; Lawrence W. 
Zonsius, BTA memo. op. [CCH Dec. 
11,861-B ]. 

It appears therefore, that if the “pur- 
chase” rule is applied, the decedent’s estate 
will not be treated as a participant in the 
partnership enterprise and the tax effects 
will be such that the “surviving partners 
are taxable upon the full amount of partner- 
ship income” and the “estate’s share of the 
income does not diminish the distributive 
shares of the survivors, but represents addi- 
tional capital investment by them in the 
partnership.” (Rabkin and Johnson, of. ctt., 
Volume 1, page 1031.) 

The foregoing analysis indicates: that the 
fax Court probably would regard A and 
B’s partnership as one having capital assets 
of such a nature as may not be passed off 
as “negligible.” (Estate of George R. Nutter, 
supra). Great care, therefore, must be ex- 
ercised in drawing their partnership agree- 
ment lest it be interpreted as providing for 
the sale of the decedent’s interest in such 
partnership, the purchase price of which is 
measured by a percentage of future profits 
of the business conducted by the survivor. 
(Arthur C. Hilmer, supra.) They must zeal- 
ously avoid all such expressions in their 
partnership agreement as “capital account” 
(Estate of George R. Nutter, supra); they 
must not measure the amount to which the 
decedent’s estate shall be entitled by any 
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definitely ascertainable amount, such as the 
amount actually received by the decedent 
during the two calendar years next preced- 
ing his death (W. Frank Carter, supra); 
they must not state in any form that the 
payments out of net profits of the business 
conducted by the survivor shall be in lieu of 
all interest of the decedent in the old part- 
nership (W. Frank Carter, supra), or that 
the payment shall be for the good will of 
the old partnership (City Bank Farmers 
Trust Company Exr., supra; Arthur C. Hil- 
mer, supra), or that the price to be paid for 
the decedent’s interest shall be so much 
(Pope v. Commissioner, supra), or that the 
surviving partners shall pay so much in full 
settlement of the interest of the decedent, 
whereupon the business shall then become 
the sole property of the surviving partner 
(Hill v. Commissioner, supra). 


Application of ‘Income’ Rule 


Having found out what they cannot do 
through an analysis of the cases applying 
the “purchase” rule, A and B turn to the 
cases which appear to apply the “income” 
rule. Helvering v. Smith, 90 F. (2d) 590 
[37-2 ustc J 9329], involved a law partner- 
ship in which the “firm property,” in the 
language of the court, “consisted of furni- 
ture and fittings such as lawyers use, and a 
law library; but chiefly of accounts receiv- 
able, some of which had been ‘billed’ to 
clients, and some of which were for services 
rendered, not yet ripe for collection.” The 
partnership agreement provided that upon 
dissolution, the retiring partner should “not 
be entitled to any part of any earnings... 
for services performed after such dissolu- 
tion, but . . . to receive in full satisfaction 

. only such partner’s due proportion of 
all earnings actually collected ...and... 
of all earnings . . . for services performed. 

. . The lease .. . and all furniture and 
fittings and all records, . and the law 
library” were to belong to these who con- 
tinued the business, and the retiring partner 
got nothing for his share in the good will. 
The taxpayer retired and released his part- 
ners from all liability for a cash payment of 
$125,000. He had contributed nothing to 
the firm when he entered it five years before 
his retirement. The taxpayer, on a cash 
basis, claimed his interest in the firm was 
merely a claim against it as an entity and 
therefore a capital asset. The Commis- 
sioner insisted the claim was all income and 
the payment merely an immediate liquida- 
tion of future income. The court, in up- 
holding the Commissioner, remarked that 
“a partner, having no initial capital con- 
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tribution to amortize, receives all his dis- 
tributions as income; whether it be a part 
of the winding up or while the business 
continues.” It also went on to state, “It is 
of course possible to measure the purchase 
price of a partner’s interest by his former 
proportion of future firm profits for a period 
of years,” but distinguished the case it had 
before it by pointing out that the partner- 
ship agreement “gave the taxpayer no in- 
terest in future earnings as consideration 
for his surrender” and that the “transaction 
was not a sale because he got nothing 
which was not his, and gave up nothing 
which was .... The commuted payment 
merely replaced the future income with 
cash,” 


Amendment to Regulations 


The Smith case helps A and B in solving 
their problems in that it assures them that 
the surviving partner will not be taxed on 
the payments made to the decedent’s estate 
which represent the decedent’s interest in 
earnings already made. But A and B today 
do not need that assurance because the same 
result is reached in Regulations 111, Section 
29.126-1, as amended by T. D. 5459, June 
18, 1945, which provides, “To the extent 
that the payments by A to the estate of B 
are attributable to B’s interest in the previ- 
ously earned proportion of the unfinished 
partnership business transactions their re- 
ceipt by the estate of B will reflect the 
realization of income.” 


Barth Case 


Gussie K. Barth, 35 BTA 546 [CCH Dec. 
9590], also involves a law partnership in 
which the partnership agreement provided 
that “All capital assets now owned by the 
respective parties hereto shall continue to 
remain the property of each,” that all after- 
acquired assets “as are strictly personal will 
be separately acquired and paid for,” and 
that this provision was meant to cover “all 
books that may be hereafter acquired for 
the completion of services now in process.” 
Paragraph nine of the agreement, herein- 
after set forth in detail because of its im- 
portance, contained the following provision 
with respect to the effect of the death of a 
partner: 


“The partnership shall not be immediately 
dissolved by reason of the death of a party 
but his interest therein shall be determined 
as follows: for the fiscal year in which the 
death of said party occurs there shall be 
paid to his widow if she is surviving, other- 
wise to his estate, the same amount to 
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which said partner would be entitled here- 
under, if living; and that during the next 
fiscal year after his decease there shall be 
paid to his widow, if she is surviving, other- 
wise to his estate, three-fourths of the 
amount to which such partner would be en- 
titled hereunder if living; and that during 
the second fiscal year after his decease there 
shall be paid to his widow, if she is surviv- 
ing, otherwise to his estate, two-fourths of 
the amount to which such partner would be 
entitled hereunder, if living; and that dur- 
ing the third fiscal year after his decease 
there shall be paid to his widow, if she is 
surviving, otherwise to his estate, one-fourth 
of the amount to which such partner would 
be entitled hereunder if living.” 


The decedent in the Barth case died No- 
vember 13, 1931. During 1933 the surviving 
partner paid the petitioner, the decedent’s 
widow, $10,911.91, which she claimed was 
not taxable income to her, but capital pay- 
ments by the surviving partner of the de- 
cedent’s interest in the partnership at the 
time of his death. The Tax Court, in a 
“court-reviewed” opinion containing only 
one dissent, reached the conclusion that it 
was “apparent from the record that the 
amounts received did not represent payment 
for capital assets.” It was conceded that 
all tangible capital assets, such as books, 
furniture, etc., were owned by the surviv- 
ing partner individually. The court dis- 
missed the contention that the $10,911.91 
received by the taxpayer in 1933 represented 
either (a) payment for the decedent’s in- 
terest in the good will of the firm or (b) 
fees earned or partially earned, but not paid 
at the time of decedent’s death, because of 
the absence of proof of the value of such 
good will and the absence of proof that any 
portion of the amounts received during the 
taxable year were attributable in any way to 
the decedent’s interest in the work on hand 
at the time of his death. The court ob- 
served that it was unable to say either that 
the taxpayer “did not receive during the 
months of November and December in 1931, 
and in 1932, and prior to the taxable year, 
amounts which equaled or exceeded the 
value” of the good will, or that “amounts 
attributable to such fees and such work were 
not fully paid in 1931 and 1932”. The court 
concluded its opinion by relying on the Bull 
case, quoting the following excerpt from the 
opinion in that case: 


“The purpose may well have been to pro- 
tect the good will of the enterprise in the 
interest of the survivors and to afford them 
a reasonable time in which to arrange for 
their future activities. But no sale of the 
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decedent’s interest or share in the good will 
can be spelled out.” 


Alternatives 


The Barth case suggests to A and B that 
they must either eliminate all the tangible 
capital assets from the firm’s balance sheet 
or provide specifically in their partnership 
agreement for the sale of those capital as- 
sets at a definite figure payable immediately 
in a lump sum or over a period of years, and 
then further provide in their agreement that 
the decedent’s widow shall be entitled to a 
certain percentage of future profits in con- 
sideration of the execution of the partnership 
agreement. 


Hallowell Case 


In Richard P. Hallowell, II, 39 BTA 50 
[CCH Dec. 10,551], the partnership was en- 
gaged in the purchase, sale and marketing of 
wool. The agreement, executed January 3, 
1933, provided that “Until the co-partner- 
ship is terminated, or in case the surviving 
partners so elect to continue the co-partner- 
ship, then until the date when the interest 
of the estate of the deceased partner in the 
co-partnership terminates ... but no longer, 
the estate of the deceased partner shall con- 
tinue to have the same interest in the co- 
partnership profits and be responsible for 
the same share of co-partnership losses as 
the deceased partner would have had or 
borne if he had lived, but the representatives 
of his estate shall have no voice in the 
management of the business of the co-part- 
nership.” The aggregate capital of the firm 
was $1,696,171.13, of which the decedent’s 
contribution was $623,668.49. The agreement 
also provided that upon “the termination 
of the interest of . . [a] deceased part- 
ner... the partners who continue the 
business shall be and become entitled to all 
co-partnership assets and shall assume all of 
its liabilities, and the interest in the co-part- 
nership assets of ... the estate of the de- 
ceased partner, shall be deemed a loan to 
the surviving partners.” The decedent’s 
estate was entitled to no credit “. . . on 
account of good will, trade names or books, 
correspondence, and records of the Old 
Partnership, or its leases or contracts with 
employees for services.” The decedent died 
June 1, 1933. His estate was paid $116,621.49 
of the partnership income earned after June 
1, 1933. The court held that this payment 
did not represent the payment by the sur- 
viving partners of the decedent’s interest in 
the partnership at the time of his death and 
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that the distributive shares of the surviving 
partners should not include proportionate 
parts of the $116,621.49 paid to the de- 
cedent’s estate. 


Seavey Case 


In Seavey v. Flarsheim Brokerage Company, 
41 BTA 198 [CCH Dec. 10,978], there was 
a written contract between the employee 
and the corporate taxpayer, whereby the 
latter obligated itself to pay the employee’s 
widow $12,000 per annum if he would 
continue with the firm and not go into com- 
petition with it. Subsequent to the em- 
ployee’s death, $12,000 per annum was paid 
to his widow, and the court held that this 
was additional compensation for the em- 
ployee’s services and, therefore, deductible. 


Other cases applying the “income” rule 
are Degener V. Anderson, 77 F. (2d) 859 
[35-2 ustc J 9441] (nature of business un- 
disclosed); Walter T. Gudeon, 32 BTA 100 
[CCH Dec. 8886] (a general agency for life 
insurance); James Brown et al., 10 BTA 
1036 [CCH Dec. 3619] (banking business) ; 
and Darcy v. U. S., 15 F. Supp. 251 [36-2 
ustc 9319] (cotton and merchandise 
brokers). 


It appears, therefore, that if the “income” 
rule is applied, “the surviving partners are 
not taxable upon the partnership income to 
which the estate is entitled” and “the estate 
is subject to income tax upon the full 
amount of income payable to it.” (Rabkin 
and Johnson, op. cit., Volume 1, page 
1028.) These authors also point out (pages 
1033-1034) that “although the regulations 
still leave the result open, however, in the 
simple case where the decedent’s estate re- 
ceives, in addition to the value of his interest 
in the partnership assets, a share of part- 
nership income earned after his death, .. . 
the administrative practice has been to tax 
the survivors upon all post-death partner- 
ship income on the theory that the trans- 
action is always a ‘purchase’ arrangment.” 
This warning emphasizes the need for ex- 
tremely careful draftsmanship. 


Partnership Agreement 


The foregoing analysis indicates that the 
present status of the decisions does not fore- 
close A and B from achieving their objective. 
However, if the “income” rule is to be 
applied to their agreement, first, it must 
specifically deal with and eliminate the de- 
cedent’s interest in all of the firm’s capital 
assets, such as good will, the original 
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capital contributions of the partners, books, 
furniture and fixtures. Next, it must pro- 
vide that any payment to be based on future 
profits is in consideration of the execution 
of the partnership agreement. Such pay- 
ment must definitely be stated to be payable 
out of the firm’s profits and to be neither the 
personal liability of the surviving partner 
nor in any way associated with a quid pro 
quo for the decedent’s interest in the firm’s 
capital assets. The agreement should con- 
tain also a provision defining the tax conse- 
quences intended by the parties thereto. The 
payment to the decedent’s estate of his 
interest in previously earned fees will be in- 
come to his estate, and the surviving part- 
ners will not be taxed upon the decedent’s 
share of such fees when collected and paid 
to his estate. It does not appear that a 
court would refuse to apply the “income” 
rule because the agreement between A and 
B resulted in paying the decedent’s widow 
a lower percentage of profits resulting from 
business on hand at the time of the dece- 
dent’s death than.the decedent would have 
been entitled to had he lived. Such an 
agreement gives the surviving partner an 
extra percentage of these profits because of 
his completion of the services to which the 
profits relate. It might be more desirable, 
however, to permit the decedent’s widow to 
realize the same percentage of profits re- 
sulting from the business as the decedent 
would have been entitled to if he had lived, 
and to deal separately with profits resulting 
from business acquired after the decedent’s 
death. 


Wills as Solution 


The recent case of Frank R. Malloy, 5 TC 
1112 [CCH Dec. 14,851] (November 27, 
1945), raises the question of whether A and 
B can solve their problem more simply by 
handling the entire matter through their in- 
dividual wills. The Malloy case involved 
a father and son who had conducted an 
undertaking establishment in partnership 
for a number of years. The father died on 
February 17, 1940. His will read in part as 
follows: 


sc 


I also give and bequeath to my be- 
loved wife the sum of $250.00 per month to 
be paid her by my beloved son... out of 
one-half of the net earnings of the partner- 
ship firm... after proper deduction is made 
for taxes, depreciation, bad debts and the 
usual operating expenses... as long as my 
wife shall live and as long as she remains 
my widow ...I give, bequeath and devise 


to my beloved son.. 
the partnership firm.” 


. all of my interest in 


At the time of the decedent’s death, his 
capital account in the firm was $39,817.89 
(book value), or $34,347.91 (fair market 
value). Since February 17, 1940, the son 
had conducted the business as a sole pro- 
prietorship. He paid the decedent’s wife 
$2,500 in 1940 and $3,000 in 1941, which 
sums he deducted in computing his taxable 
net income for those years. The court re- 
jected the Commissioner’s theory that these 
payments were capital expenditures made 
by the son to acquire the decedent’s interest 
in the partnership and concluded that the 
payments constituted “income to her grow- 
ing out of her interest in the business,” and 
that such sums “are therefore to be excluded 
from the gross income of petitioners [the 
son and his wife] in computing their tax 
liability.” (See also, Herbert W. Kelley, 
BTA memo. op. [CCH Dec. 12,851-C], 
October 6, 1942.) 


Annuity Payments 


Compare with the Malloy case, however, 
Commissioner v. Smiley, supra, in which the 
taxpayers, as residuary devisees under the 
will of their father, took a parcel of real 
estate consisting of a hotel and the land on 
which it was situated. The father’s will pro- 
vided for the payment of an annuity of 
$6,000 to his wife and of one to her sister of 
$1,500, making these annuities a charge on 
the devised property. During the taxable 
year, the taxpayers, who operated the hotel 
as a partnership, paid out $6,500 on account 
of these annuities and deducted that amount 
in their partnership return. The Circuit 
Court of Appeals for the Second Circuit up- 
held the Commissioner’s determination that 
the distributable share of each partner was 
to be increased by adding thereto his re- 
spective proportion of the $6,500. The 
opinion states, “When the taxpayers took the 
hotel property charged by the terms of the 
will of their father with the legacies, they 
became personally liable to the annuitants 
for the payments provided in the will... . 
This personal liability arose regardless of 
any income derived from the property.” The 
court refused to allow any deduction for the 
annuity payments as ordinary and neces- 
sary expenses of the business, “since these 
payments had no relation to the operation 
of the hotel as a business and so were not 
necesSary expenses; nor were they ordinary 
expenses in the business of operating hotels. 
See Welch v. Helvering, 290 U. S. 111 [3 
ustc § 1164]. They were instead payments 
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made by the partnership in discharge of the 
personal obligations of the partners.” 


Personal Obligation 


In the Malloy case the court distinguished 
the Smiley case on the ground that the pay- 
ments to the widow in the Malloy case were 
not the personal obligations of the tax- 
payers. In Edwards v. Commissioner, 102 F. 
(2d) 757 [39-1 ustc J 9393], where the “pur- 
chase” rule was applied, the court empha- 
sized the fact that the payments were the 
personal obligations of the taxpayers. To 
the same effect is Autenreith v. Commissioner, 
115 F. (2d) 856 [40-2 ustc 79795]. The 
Autenreith and Edwards cases were distin- 
guished in the Malloy case on the ground 
that they were cases “where the surviving 
partners have acquired a deceased partner’s 
interest in the partnership pursuant to a con- 
tract, in consideration for the payment to his 
vidow of stipulated periodical sums.” (Italics 
supplied.) 


‘‘Income-Producing” 
Capital 


Perhaps the key to the decision in the 
Malloy case lies in the fact that the de- 
cedent’s capital, which remained in the 
business, “was a material income-producing 
factor in the business.” The court stated that 
$3,000 a year to the decedent’s widow “was 
not an unreasonable return on the investment,” 
which is defined as the decedent’s “half in- 
terest in the business worth approximately 
$34,000.” That fact would appear to explain 
the court’s ultimate conclusion: “In sub- 
stance the bequest was a portion of the net 
income from that particular property, which, 
in equity, would ordinarily be treated as 
ceiving her an interest—a sort of life estate— 
in the property itself. See Irwin v. Gavit, 
268 U. S. 161 [1 uste J 132]; cf. Commis- 
sioner v. Terry, 69 F. (2d) 969 [4 ustc 
§ 1260].” If this be the rationale of the 
Malloy case, it will not be very helpful in 
solving the problem of a law partnership 
where the capital, although not “negligible” 
according to the Nutter case, is not a ma- 
terial income-producing factor. In this con- 
nection, compare G. Elliott Krusen, BTA 
memo. op. [CCH Dec. 14,114(M)], August 
31, 1944, where the partnership agreement 
provided that in the event of the death of 
either partner “the share of him so dying 
shall vest in the surviving partner, charged 
however with the payment of the annual in- 
come from such share to such person or per- 
sons and in such proportions as the partner 
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so dying may direct or appoint by Will or 
other writing.” In the Krusen case, the 
court held that even though the surviving 
partner was not purchasing the interest of 
the deceased partner, nevertheless, all the 
earnings were taxable to the surviving part- 
ner because the business (selling agent for 
manufacturing concerns) was essentially a 
personal service business, without any good 
will, and one in which “capital is a small 
factor in the production of income.” The 
decedent’s widow could, in the court’s 
opinion, enforce only the payment to her of 
the decedent’s net interest in the partner- 
ship at the time of his death, which 
amounted to but $1,100, or of that portion 
of the earnings of the business after the 
decedent’s death as could be ascribed to the 
use of this $1,100 capital interest. While 
the court emphasized the lack of personal 
liability on the part of the surviving partner 
in reaching a result which holds him taxable 
on all the profits of the business, neverthe- 
less the result in that case is based upon 
the fact that the earnings, except for a very 
small and indeterminate fraction, were those 
from the individual efforts of the survivor. 


Hazards of Will Device 


It does not appear, therefore, that the will 
device offers A and B any simple solution 
to their problem. It eliminates none of 
the hazards heretofore indicated; in fact, it 
creates some additional ones. First, if A 
and B were required by a provision in their 
partnership agreement to make an appro- 
priate will, that very fact might spoil the 
entire plan; yet in the absence of such a 
provision each would be left at the mercy of 
the other to draw the proper kind of a will: 
Second, the decedent’s widow could always 
“upset the applecart” by electing to take 
her statutory third in lieu of taking under 
decedent’s will. Third, if capital is an in- 
come-producing factor in the business in- 
volved, it is extremely difficult to avoid the 
application of the “purchase” rule unless 
payments to the widow are expressly limited 
to that portion of the earnings of the busi- 
ness after the decedent’s death as could be 
ascribed to the use of that capital interest. 
Finally, if the partnership business is a per- 
sonal service business in which capital is not 
an important income-producing factor, it is 
easier for the surviving partner to avoid the 
ever-present danger of being taxed on all 
the firm’s income by an appropriate agree- 
ment than to rely upon the technical argu- 
ment that he acquired the decedent’s interest 
not by purchase, but by bequest. 
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Suggested Agreement 


A and B, therefore, are justified in con- 
cluding that their best course of action is to 
draft an agreement (in accordance with the 
outline previously indicated) designed to re- 
sult in the application of the “income” rule 
if the surviving partner’s right to deduct 
the amounts paid to the decedent’s widow is 
ever challenged. 


The following form is suggested as being 
appropriate: 

“Paragraph7: Death of a Partner: (A) In 
the event of the death of the partner first 
dying, there shall be paid to his widow, if 
she is surviving, otherwise to his estate, the 
following sums at the following times and 
in the following manner. 


“(1) A sum equal to fifty per cent of the 
net book value of the following tangible as- 
sets of the partnership: books, furniture and 
fixtures, and all other office equipment. The 
net book value shall be the same as it ap- 
pears on the last annual statement prepared 
by the partnership’s regularly employed 
certified public accountant, and said state- 
ment shall be conclusively binding on all 
parties to this agreement. Payment of the 
sum due under this sub-paragraph shall be 
made not later than sixty days after the de- 
cedent’s death. 


(2) The sum of five dollars ($5.00) in 
payment of such deceased partner’s interest 
in the good will of the partnership. Pay- 
ment of the sum due under this sub-para- 
graph shall be made not later than sixty 
days after the decedent’s death. 


“(3) A sum equal to the amount of the 
original capital contribution made by the 
decedent to the partnership, plus any addi- 
tional capital contributions to the partner- 
ship not covered by sub-paragraph (A) (4) 
of this paragraph 7. Payment of the sum 
due under this sub-paragraph shall be made 
in two equal installments, the first install- 
ment to be paid at any time during the first 
full calendar year next succeeding the de- 
cedent’s death, and the second installment 
to be paid at any time during the first two 
full calendar years next succeeding the 
decedent’s death. 


“(4) A sum equal to the decedent’s share, 
at the time of his death, in the collected and 
accumulated but undistributed profits of the 
partnership. Payment of the sum due under 
this sub-paragraph shall be made in three 
equal installments, the first installment to 
be paid at any time during the first full 
calendar year next succeeding the decedent’s 


death, the second installment to be paid at 
any time during the first two full calendar 
years next succeeding the decedent’s death, 
and the third installment to be paid at any 
time during the first three full calendar years 
next succeeding the decedent’s death. 


“(5) A sum equal to fifty per cent of any 
fees (after deduction for any expenses ac- 
tually expended in the collection of such 
fees, for which expenses reimbursement has 
not been received) which are collected after 
the decedent’s death and which are attribut- 
able to matters and/or causes which were 
on hand at the time of the decedent’s death. 
For the purpose of the preceding sentence, 
an inventory shall be prepared within thirty 
days after the decedent’s death by the sur- 
viving partner of all matters and/or causes 
pending with the partnership at the time of 
the decedent’s death. Payment of any sum 
due under this sub-paragraph shall be made 
within two and one-half months after the 
close of the calendar year in which such fee 
or fees are collected. 


“(6) A sum equal to ‘X’ per cent of the 
net profits earned by the partnership in each 
of the seven years commencing with the 
fourth full calendar year after the decedent’s 
death. Payment of any sum due under this 
sub-paragraph shall be made within two and 
one-half months after the close of the cal- 
endar year upon the net profits of which 
the amount of such sum is to be computed. 


“(B) The parties to this agreement hereby 
make the following declarations as a part of 
and as an aid to the construction of this 
paragraph 7: 


“(1) The consideration for the several 
mutual promises made by the parties in this 
paragraph 7 is the execution of this agree- 
ment as a whole. 


“(2) The several obligations undertaken 
by the surviving partner under sub-para- 
graphs (A) (1) (2), (3) and (4) of this 
paragraph 7 are intended to be and shall 
constitute the personal obligation of such 
surviving partner. 


“(3) The several obligations undertaken 
by the surviving partner under sub-para- 
graphs (A) (5) and (6) of this paragraph 7 
are not intended to be and shall not consti- 
tute the personal obligations of such surviv- 
ing partner and shall be payable only out of 
the net profits of the partnership. 


“(4) The parties to this agreement under- 
stand and intend that all sums paid to the 
decedent’s widow or estate, as the case may 
be, pursuant to sub-paragraphs (A) (1), (2), 
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(3) and (4) of this paragraph 7, shall not 
diminish the distributive share of such sur- 
viving partner for income tax purposes. 


“(5) The parties to this agreement under- 
stand and intend that all sums paid to the 
decedent’s widow or estate, as the case may 
be, pursuant to sub-paragraphs (A) (5) and 
(6), of this paragraph 7 shall be subject to 
the payment of income taxes by said widow 
or estate upon the full amount of such in- 





come received by said widow or estate, and 
that the surviving partner shall not be tax- 
able upon the income thus paid to said 
widow or estate, but that the distributive 
share of such surviving partner shall be 
diminished for all purposes including tax 
purposes by the full amount of such income 
thus paid to the decedent’s widow or estate.” 


[The End] 


The Lawyer’s Dilemma 
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MEMPHIS, TENNESSEE 


Both total general revenue and expenditure of Memphis remained at virtually 
their 1943 levels in 1944. Compensating shifts in both the revenue and the 
expenditure tempered in the total picture the fairly large changes which occurred 
internally among the various sources of revenue and categories of expenditure. 
Both gross and net debt were further reduced, although the change was not so 
marked as that from 1942 to 1943. 


General revenue of Memphis totaled eleven million dollars in 1944 practically 
the same as the amount received in 1943. However, internal shifts occurred among 
the various sources of revenue, involving fairly large increases and decreases in 
collections from some individual sources. 


Total tax revenue was unchanged from the previous year’s collections; a 
decrease of $174 thousand in the property tax yield was offset by an almost equal 
increase in combined revenue from gross receipts taxes and licenses and permits. 
The general property tax levy was somewhat lower than in 1943, the net result 
of a $1.50 per thousand reduction in the rate and higher assessed valuations. The 
imposition of an additional two per cent gross receipts tax on motor buses and 
electric motor coaches, and extension of the two per cent tax to include street 
railways, resulted in a $125 thousand increase in revenue from this source. 
Licenses and permits yielded fifty-one thousand dollars more than in 1943, with 
the increase of the tax on telephone poles from twenty cents to two dollars per 
pole accounting for more than half of this rise. 


With the completion of an FWA sewer project, the federal grant for this 
purpose was reduced from $803 thousand in 1943 to $131 thousand in 1944, Also, 
the state grant for nationa] defense training was substantially reduced, so that 
state aid was $172 thousand less than in the previous year. A large part of 
Memphis’ revenue in the form of aid from other governments comes from Shelby 
County as the city’s shares of county property and other taxes for school 
purposes. This amounted to $700 in 1944.—Bureau of the Census, City Finances: 
1944, May, 1946. 








THE NEW REVERTERS REGULATIONS—— 


By ROBERT E. NELSON 


Member of the Illinois Bar 


B Y T. D. 5512 the Commissioner of Inter- 
) nal Revenue promulgated on May 1, 
1946, a completely revised Section 81.17 of 
Regulations 105 entitled “Transfers In- 
tended to Take Effect at or After the Dece- 
dent’s Death.” This material replaces the 
former section, which was entitled ‘‘Trans- 
fers Conditioned Upon Survivorship.” 
Undoubtedly such a revision has long 
been overdue. With the decision of the 
Supreme Court in Helvering v. Hallock,’ the 
Commissioner abandoned the “conditioned- 
on-survivorship” approach and began to 
contend that every transfer involving a re- 
verter was subject to tax. The Tax Court, 
however, refused to go along very far with 
this interpretation, distinguishing numerous 
reverter cases from Helvering v. Hallock on 
the grounds that the reverter was more 
remote, that it was by operation of law, 
that the remainder was to next of kin or 
heirs of the grantor, or that failure of the 
reverter was not necessary to the vesting 
of the remainder.? Although many of these 
theories are conflicting and some patently 
unsound, the results of the cases are quite 
consistent with the facts. Recognizing this, 
the Commissioner has withdrawn from his 
bitter-end position and has woven a fa- 
tionale of these cases into the new section, 
retaining at the same time his old theories 
on the non-application of May v. Heiner’ 
and the indivisibility of transfers into taxable 
In doing this he 
has apparently been compelled, by the ne- 


and non-taxable interests. 





1309 U. S. 106 (1940) [40-1 ustc { 9208]. 

* These cases are analyzed in Nelson, ‘‘Re- 
verters in Estate Taxation,’’ TAXES—The Tax 
Magazine, February, 1945. 

3281 U. S. 238 (1930) [2 ustc {J 519]. 


4 The Commissioner has dropped the provision 
in the old Regulation which required inclusion 
where the transfer of title was conditioned on 
another person’s (than the beneficiary’s) sur- 
vivorship of the decedent. Probably this situa- 
tion is taken care of now by the emphasis on 
the beneficiaries’ obtaining ‘‘possession and en- 


848 





cessities of logic, to make some rather juicy 
concessions to the taxpayer. An analysis 
of the Commissioner’s new test of taxa- 
bility and of the examples illustrating it 
reveals how the taxpayer may take advan- 
tage of these benefits. 

The new Regulation lays down two co- 
existent conditions precedent to inclusion of 
a transfer as one intended to take effect at 
death. The value of the property interest 
transferred is includible only if ‘“(a) posses- 
sion or enjoyment of the transferred inter- 
est can be obtained only by beneficiaries who 
must survive the decedent,* and (b) the de- 
cedent or his estate possesses any right or 
interest in the property (whether arising 
by the express terms of the instrument of 
transfer or otherwise).” 

From (a) we see that the Commissioner 
is still adhering to his long-standing theory 
that all or none of the property transferred 
is subject to tax.*5 No separation of interests 
within the same transfer into those condi- 
tioned on survivorship of the decedent and 
those not so conditioned is considered. An- 
other theory which permeates the new Reg- 
ulation is that events occurring between the 
transfer and decedent’s death may have a 
bearing on taxability. This was probably 
inspired by the language in Goldstone wv. 


usc" 


“But the imposition and valuation of the 
estate tax are based upon the interests in 
actual existence at the time of the decedent’s 
death. It follows that only those events 





poyment’’ of the property, rather than upon 
mere vesting of title as before. 

5In Example 1 the Commissioner, however, 
does allow a deduction for the ‘‘outstanding”’’ 
life estate—just as in the former Regulation. 

665 S. Ct. 1323 [45-2 ustc J 10,209]. This case, 
however, is seemingly overruled by the new 
Regulation. See discussion of Example 8, infra. 

7 See the footnote (3) in the Goldstone opinion 
applying this reasoning to Fidelity-Philadelphia 
Trust Co. v. Rothensies, 324 U. S. 108 [45-1 ustc 
| 10,168]. Cf. Estate of C. Curie, 4 TC 1175, 


[CCH Dec. 14,504]. 
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that actually occurred prior to that moment 
can be considered in determining the exist- 
ence and value of the taxable interests.” * 


Combining these two approaches in some 
of his examples, the Commissioner makes 
the taxability of the transfer depend upon 
what has happened between the time of the 
transfer and the decedent’s death. This 
seems a perversion of the words of the 
statute, which subjects to tax a transfer 
intended to take effect at death. Of course, 
the valuation of property included in the 
gross estate takes place as of the date of 
death because the statute so requires.* But 
it has generally been assumed that the im- 
position of the tax is to be determined ob- 
jectively by an examination of the instrument 
of transfer, the object being to decide whether 
the transfer is “too much akin to testamen- 
tary dispositions not to be subjected to the 
same excise.”*® It is difficult to see how 
events occurring after the transfer are rele- 
vant in determining whether it was intended 
to take effect at death. 

Besides providing that the transfer of 
possession and enjoyment must be contin- 
gent upon all possible beneficiaries’ surviving 
the decedent, the Regulation, in (b), requires 
the decedent or his estate to have an inter- 
est in the property other than a life estate. 
Why the retention of such an interest by 
the decedent is necessary to make the trans- 
fer one intended to take effect at death, 
is not made clear. Certainly, nothing is 
said in the statute about the decedent’s 
retaining any interest except in transfers 
after March 3, 1931, where the decedent re- 
tains the income or the power to designate 
the beneficiary of the income or corpus. 

The Commissioner has relegated the re- 
tention of income to a separate section, 
stating: 

“The decedent shall not be deemed to 
possess a right or interest in the property 
if his right or interest consists solely of an 
estate for his life. (For regulations con- 
cerning the separate provision of the statute 





8 Section 811 of the Code. 

® Helvering v. Hallock, supra. 

1 In Commissioner v. Hall [46-1 ustc J 10,253], 
Circuit Judge Frank, in criticizing the govern- 
ment’s failure to seek certiorari in Helvering v. 
Proctor, 140 F. (2d) 87 [44-1.ustc { 10,085], said: 
“Its strategy seems to have been, instead, to 
make flank attacks designed to wear down May 
v. Heiner.’’ 

1 Accord with Regulation: Klein v. U. S. 231 
{2 ustc J 706]; Helvering v. Hallock, supra; Com- 
missioner v. Stone [40-1 ustc { 9433]; Bradlee 
v. White, 31 F. Supp. 569 [40-1 ustc { 9240]; 
Central National Bank of Cleveland (Wilson Es- 
tate) v. U. 8S., 41 F. Supp. 239 [41-2 ustc 
{ 10,101]; Chemical Bank and Trust Company, 
25 BTA 1153 [CCH Dec. 7523]. 


Reverters Regulations 


dealing directly with the case of a life estate 
retained in property transferred by the dece- 
dent, see section 81.18.)” 


The provision clearly implies that May v. 
Heiner has no application to this section 
of the Regulations. This attempt at sepa- 
ration is very much in line with Commis- 
sioner’s persistent efforts to escape May v. 
Heiner and cases following it.° Whether 


he can do so by this device remains to be 
seen. 


More revealing than the statement of the 
rule are the eight examples set forth to illus- 
trate its application. The taxpayer seems 
justified in taking heart from these, for the 
results are much more charitable to him 
than might be anticipated. 


Example 1 


To D for life; remainder to grantor G, if 
living; if not, to D’s child. Includitble. 


This is essentially the Hallock situation, 
where the gift over takes effect only if the 
life tenant survives the grantor. The Com- 
missioner provides for the deduction of the 
“outstanding” life estate, “since the life ten- 
ant need not survive the decedent in order 
to obtain possession or enjoyment thereof.” 
Thus, the Commissioner seems to have 
abandoned his former contention that the 
deduction for the outstanding life estate in 
the Hallock case was erroneously allowed. 
The courts are in complete accord that this 
type of transfer is includible.” 


Example 2 


To S for life; remainder to S’s surviving 
issue; if none, to G or his estate. Not in- 


cludible. 


This result is the outcome of the long 
and bitter battle between the Commissioner 
and the Tax Court over whether the mere 
presence of a reverter (even though ex- 
press) is sufficient to characterize the trans- 
fer as one intended to take effect at death.” 
Apparently the Commissioner now concedes 





2 Accord with Regulation (express reverter): 
Lloyd v. Commissioner, 141 F. (2d) 758 [44-1 
ustc § 10,105]; F. Biddle Trust, 3 TC 832, CCH 
Dec. 13,920; Estate of A. R. Smith [CCH Dec. 
13,949(M)]; Estate of C. E. Lipscomb [CCH Dec. 
13,979(M)]; Estate of H. Fahnestock, 4 TC 1096 
{CCH Dec. 14,475]; Estate of N. C. Denney 
[CCH Dec. 14,896(M)]. (Reverter by operation 
of law) Estate of J. Wanamaker, [CCH Dec. 
13,079(M)]; Estate of L. Hofheimer, 2 TC 773 
[CCH Dec. 13,523]; Estate of M. H. Houghton, 
2 TC 871 [CCH Dec. 13,538]; Hstate of E. P. C. 
Goodyear, 2 TC 885 [CCH Dec. 13,540]; Hstate 
of J. K. Cass, 3 TC 562 [CCH Dec. 13,834]; Hs- 
tate of J. J. Carle [CCH Dec. 13,978(M)]; Estate 
of M. W. Munroe [CCH Dec. 15,028(M)]. Contra 


to Regulations: Hstate of A. Sinclair, [CCH Dec. 
15,159]. 
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that the remainder must be conditioned on 
survivorship of the grantor as well. 


Example 3 


To W for life; remainder to F, if living; 
if not, to G, if living; if not, to G’s issue 
and their heirs. Jncludible only tf F dies 
before G. 

Here the Commissioner illustrates his 
theory concerning the effect of events oc- 
curring after the transfer. The implication 
is strong that, if F does not die first, no 
part of the transfer will be included. Be- 
sides the theoretical irrelevancy of F’s death 
on G’s intent at the time of the transfer, 
this approach is bad for the practical reason 
that it loses the government’s money. This 
can be demonstrated by supposing that W 
and F are both living at G’s death. Under 
the Commissioner’s Regulation, no part of 
the transfer would be includible because F 
is a beneficiary who could have obtained 
possession and enjoyment of the property 
without surviving G. If the word “only” 
were stricken out of clause (a) of the Regu- 
lation, however, the value at G’s death of 
the gift over to G’s issue and their heirs 
would be includible. Since their interests 
are always contingent upon W’s surviving 
G (and F), the gift to them is clearly testa- 
mentary and seems properly subject to tax 
whether or not F has died. 


Example 4 


Income to S until twenty-five; corpus to 
S at twenty-five; if S fails to reach twenty- 
five, to G, if living; if not, to S’s heirs. Not 
includible. 

This is an amazing result in view of the 
decision of the Second Circuit in Estate of 
B. Dominick v. Commissioner,” holding in- 
cludible a transfer involving the very same 
facts. That holding, however, was in con- 





13.152 F. (2d) 843 [46-1 ustc J 10,247]. 

14 Accord with Regulation: Amoskeag Trust 
Company v Field, 10 F. Supp. 635 [35-1 ustc 
§ 9314]; Philbrick v. Manning, 57 F. Supp. 245 
[44-2 ustc § 10,156]; Estate of M. B. Hunnewell, 
+ TC 1128 [CCH Dec. 14,490]; Estate of John H. 
Eckhardt, 5 TC 673 [CCH Dec. 14,727]. 

15 283 U. S. 783 [1931 CCH { 9164]. The facts 
are reported in 44 F. (2d) 902 (CCA-8, 1930). 

1% 303 U. S. 303 [38-1 ustc § 9140]. 

17 Fidelity-Philadelphia Trust Company vv. 
Rothensies, 324 U. S. 108 [45-1 ustc § 10,168]. 

8 Power to appoint by will:—Accord with 
Regulation: Fidelity-Philadelphia Trust Com- 
pany v. Rothensies, supra; Eldredge (Taylor 
Estate) v. Rothensies, 150 F. (2d) 23 [45-2 ustc 
10.212]; Williams v. U. S. [45-1 ustc § 10,202]; 
Estate of M. E. Gaston, 2 TC 672, [CCH Dec. 
13,470]; Est. of M. W. Collins, 5 TC 1276 [CCH 
Dec. 14,880]; Estate of F. A. Gibb, CCH Dec. 
15,169. Contra to Regulation: (Where G could 
appoint only among children) Estate of F. M. 


flict with past decisions on similar facts." 
Again the Commissioner, pursuing his “all- 
or-nothing-at-all” policy, has given up pos- 
sibly taxable interests. If G died before S 
reached twenty-five, whether the property 
was going to S or to S’s heirs would be 
uncertain. The value of the latter’s interest 
at the decedent’s death should be included 
in the gross estate, it seems, since S’s heirs 
were at all times required to survive G to 
take. 


Example 5 


To G for life; to A for life; remainder to 
A’s issue surviving both G and A; if none, 
as G appoints. Includible. 

This example is important, of course, 
only for transfers made before March 3, 
1931. After that date G’s retention of a life 
estate would subject the whole transfer to 
tax. Clearly, the Commissioner is persist- 
ing in his contention either that May vw. 
Heiner does not prohibit consideration of 
the testamentary effect of a life estate in 
the grantor or that the case has been over- 
ruled. Although May v. Heiner could be 
distinguished from the above example on 
the ground that in May v. Heiner the remain- 
der over was vested, no such distinction 
can be made between the example and the 
facts of Morsman v. Burnet™ or Hassett v. 
Welch.’ In both, as in the above example, 
the remainders were contingent. And the 
reluctance of the majority in the Stinson 
case" even to cite May v. Heiner makes it 
difficult to say that that decision is over- 
ruled. 


There is great conflict in the cases on this 
situation, though the more recent decisions 
are in accord with the Regulation.” It has 
been suggested by one writer” that these 
cases, including Stinson, lay down the gen- 





Singer [CCH Dec. 14,820(M)]; (Where G could 
not appoint to himself) Hstate of R. A. Taft, 
33 BTA 671 [CCH Dec. 9166]. 

Reverter by operation of law:—Accord with 
Regulation: Commissioner v. Bayne’s Estate 
[46-1 ustc § 10,272]; Pennsylvania Company Es- 
tate of E. C. Knight, Jr.) v. U. 8. [45-2 7 10,230]; 
Commissioner v. Bank of California (Estate of 
M. E. Girvin) [46-1 ustc § 10,263]; contra to Reg- 
ulation: Morsman v. Burnet, supra; Hassett v. 
Welch, supra; U. S. v. Brown, 134 F. (2d) 372 
[43-1 ustc § 10,015]; Hstate of H. 8S. Downe, 2 
TC 967 [CCH Dec. 13.575]; Estate of A. M. A. 
Lombard [CCH Dec. 13,977(M)]; Est. of F. L. 
Church [CCH Dec. 14,287(M)]. 

Express reverter:—Accord with Regulation: 
Schultz v. U. 8., 140 F. (2d) 945 [44-1 ustc 
§ 10,099]; Estate of J. C. Duncan, 6 TC 84, CCH 
Dec. 14,936; Estate of C. F. Loudon, CCH Dec. 
15,303. 

19 Eisenstein, ‘‘The Hallock Problem: A Case 
Study in Administration,’’ 53 Harvard Law Re- 
view 1141, 1169-1170 (1945). 
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eral rule that a life estate plus a reverter 
makes the transfer includible, although 
either alone would not. Asa rule of thumb, 
this may “explain” many decisions; but what 
is their rationale? It seems that the tax- 
payer still has not fired his last round in 
this age-old battle over the meaning of May 
v. Heiner. 


Example 6 
To G for life; to W for life; to S for life; 
remainder to S’s wife, if living; if not to S’s 


issue; if none, to G’s next of kin. Not 
includible. 


This example codifies the holding in Com- 
misstoner v. Kellogg ™ and indicates an aban- 
donment of the Commissioner’s former 
contention that gifts over to “next of kin,” 
“heirs” or “descendants” leave a reverter in 
G. The case law is quite in accord with this 
example.” The Commissioner apparently 
has decided to pass up the interest which 
would result in G from applying the worthier 
title doctrine. 


Example 7 


To S for G’s life; remainder to S, if living; 
if not to S’s issue surviving both S and G. 
Includible. 


This is the same situation as Example 5, 
except that the initial life estate is measured 
merely by G’s life. G has no possession or 
enjoyment of the property. Consequently, this 
treads rather close to Reinecke v. Northern 
Trust Company.” However, the fact that here 
all remainders are contingent upon the sur- 
vivorship of G seems sufficient to distin- 
cuish that case, where the remainder over 
was vested. As to transfers before 1931, 
again it could be argued that May v. Heiner 
should apply to deny any testamentary ef- 
fect to the fact that G’s life measures S’s 
interest.” 


Example 8 


To D for lives of G and W (W having 
power to alter, amend or revoke the trust); 





119 F. (2d) 54 [41-1 ustc § 10,041]. 

*" Accord with Regulation: Central Hanover 
Bank & Trust Company (Estate of C. G. John- 
son) v. U. S., 58 F. Supp. 565 [45-1 ustc J 10,173]; 
Gamble v. U. 8. [46-1 ustc § 10,2701; Commis- 
sioner v. Estate of F. Hall, 147 F. (2d) 946 [46-1 
utsc § 10,253]; Commissioner v. Irving Trust 
Company (Estate of H. M. Bergler), 147 F. (2d) 
946 [45-1 ustc {§ 10,182]; Helvering v. W. R. 
Proctor, supra. 

Where life estates were in others for G’s life: 
—Accord with Regulation: Estate of N. M. Cam- 
panari, 5 TC 488 [CCH Dec. 14,685]; Estate of 
T. C. Estee [CCH Dec. 13,494(M)]; Hstate of 


Reverters Regulations 


remainder to D or issue. 


W predeceases G. 


Includible only if 


This example of a power to revoke in an- 
other person is not a common situation and 
therefore not very important, except to il- 
lustrate in a startling manner the require- 
ment of clause (a) of the Regulation that 
all interests must be conditioned upon sur- 
vivorship before the transfer is includible. 
A better result would be to tax the value 
at G’s death of the remainder to D or issue, 
since that interest is at all times conditioned 
upon the survivorship of G and clearly 
testamentary. 


It must be noted that this example seem- 
ingly overrules the Supreme Court’s deci- 
sion in Goldstone v. U. S.* In that case W 
was both the beneficiary and the owner of a 
single premium insurance and annuity pol- 
icy taken out by her husband on his life. 
She was also given unrestricted ownership, 
including the cash surrender right, for her 
life. If she died before the decedent, the 
ownership reverted to him and the pro- 
ceeds went to his daughters or, if they were 
also dead, to his estate. It was held that, 
while W could have cashed in the policy, 
she had not, and so the entire proceeds 
were includible. Under the above example, 
however, the power in W to obtain posses- 
sion and enjoyment of the property during 
G’s lifetime by cashing in the policy would 
seem to preclude inclusion of any part of 
the transfer in the decedent’s gross estate. 


Conclusion 


The new section sets forth a definite test 
of taxability and consistently applies that 
test in eight examples. It thus provides an 
easy guide for taxpayers with problems in 
this field. But whether it provides a reliable 
guide, will depend upon how conscientiously 
the government follows it. Otherwise, like 
the former section, it could easily become 
another derelict. 


[The End] 





S. M. Spiegel [CCH Dec. 14,424(M)];contra to 
Regulation: Beach v. Busey [45-2 utsc § 10,227]. 

22278 U. S. 339 (1929) [1 ustc J 347]. 

3 Accord with Regulation: (Transfer after 
March 3, 1931, where G retained power to regu- 
late income payments) P. Weadock (Estate of 
P. H. Grennan) v. Collector, 62 F. Supp. 270 
(45-2 ustc § 10,220]; aff’d CCA-6 [46-1 vustTc 
§ 10,249]. Contra to Regulation: (Transfers be- 
fore March 3, 1931) Estate of C. Delany, 1 TC 
781 [CCH Dec. 13,047]; Estate of S. M. Flick- 
inger [CCH Dec. 13,551(M)]. 

24 Footnote 6, supra. Accord with Regulation: 
Estate of J. B. Weil, CCH Dec. 15,272(M). 
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. HOW SECTION 721 RELIEF AFFECTS YOU 


By PAUL SIMON 


Mr. Simon is head of the Tax Department of the firm of Byrnes and Baker, 
New York, and an instructor in Federal Taxation at Rutgers University, Jersey 
City Extension Section. 


|B preg SECTION 122 of the Revenue 
/ Act of 1945, despite the repeal of the 
excess profits tax for taxable years begin- 
ning after December 31, 1945, an unused 
excess profits credit for a taxable year 
beginning in 1946 may be carried back to 
the two preceding taxable years. Such un- 
used excess profits credit is to be computed 
in the same manner as though an excess 
profits tax were imposed for the taxable 
year beginning in 1946. (Regulations 112, 
Section 35.710-3, as amended by T. D. 5514 
of May 14, 1946.) For the purpose of com- 
puting the excess profits taxes of taxable 
years beginning before January 1, 1946, the 
provisions of subchapter E of chapter 2, 
i.e., those governing the excess profits tax, 
shall remain in force, and the determination 
of the excess profits taxes of such prior 
years shall be made as if the repeal of the 
excess profits tax for years beginning after 
December 31, 1945, had not been enacted. 
(Section 122 (b) of the Revenue Act of 
1945.) 


Considering this plain language of the 
law and the Regulations, the legal situation 
appears to be rather clear and simple. 
Nevertheless, the fact, on the one hand, 
that the excess profits tax was repealed 
effective January 1, 1946, and, on the other 
hand, that it continues a limited existence 
inasmuch as the carry-back of an unused 
excess profits credit is allowed for 1946, 
results in some complications and problems. 
One of those shall be discussed here— 
namely, the effect on that carry-back of 
relief under Section 721 of the I. R. C.,, 
i.e., relief which is based on abnormal in- 
come of the taxable year. 


Qualifications for Relief 


Under Section 721 of the Internal Reve- 
nue Code, relief is granted by excluding 
from excess profits net income of a taxable 
year such net income as is classifiable in 


one of the income classes enumerated in 
Section 721 (a) (2) and qualifies as ab- 
normal income under Section 721 (a) (1)— 
i.e., if it is abnormal for the taxpayer to 
derive such income altogether, or if its 
amount exceeds 125 per cent of the average 
gross income of the same class for the four 
preceding years. However, Section 721 re- 
quires that such abnormal income must 
be attributable to other taxable years, either 
past or future (Section 721 (b)); and finally 
only the net abnormal income can be ex- 
cluded from excess profits net income, i.e., 
the abnormal gross income less the propor- 
tionate part of direct costs or expenses, de- 
ductible in determining the normal tax net 
income and applicable to the abnormal in- 
come. (Section 721 (a) (3).) In case there 
was such net abnormal income in one of 
the excess profits tax years, the consequence 
in computing the excess profits tax of such 
year would be this: The maximum tax 
would be the sum of the excess profits tax 
computed on the excess profits net income 
exclusive of the net abnormal income and 
the aggregate of the increase in excess prof- 
its taxes of previous years which would 
have resulted from the inclusion of the net 
abnormal income in the gross income of 
previous excess profits tax years, inasmuch 
as the net abnormal income was attributable 
to those years. (Section 721 (c).) Simi- 
larly, the excess profits tax for any future 
excess profits tax year would be computed 
on the basis of an excess profits net in- 
come in which the net abnormal income 
of a previous year attributable to the year 
involved would not be included; but to that 
tax would be added the amount by which 
the decrease in excess profits tax for the 
previous year of realization, resulting from 
the exclusion of net abnormal income, ex- 
ceeded the aggregate of such increases in 
excess profits tax for intervening years (and 
possibly for the tax year involved) as re- 
sulted from the inclusion in the gross in- 
come of other portions of the net abnormal 
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OUR 1946 CREDIT 


income. (Section 721 (d), Regulations 112, 
Section 35.721-5.) 


Fundamental Principle 


It is not necessary to go into the details 
of those rather complicated provisions. The 
principle underlying those rules was that, 
for the purpose of determining excess prof- 
its tax, the net abnormal income was to be 
excluded from the excess profits net income 
of the year when realized, but, nevertheless, 
should be subject to excess profits tax to 
the extent that it was attributable to a 
previous or future excess profits tax year. 
Net abnormal income which was attributable 
to any taxable year for which the excess 
profits tax was or would be not effective 
was fully exempt from that tax. Net ab- 
normal income attributable to any previous 
year for which the excess profits tax was 
in force was subject to excess profits tax 
in the year of realization, but under the 
law effective in the year of allocation and 
on the basis of*the tax situation prevailing 
in that year. If net abnormal income was 
attributable to any future excess profits tax 
year, it was also to be taken into account 
in determining the excess profits tax lia- 
bility of that future year, as specified in 
Section 721 (d). In other words, an inte- 
gral part of the relief under Section 721 
was reflected in provisions by which excess 
profits tax was imposed one way or another 
on those portions of the net abnormal in- 
come which were attributable to previous 
or future excess profits tax years. 


Present Situation 


In 1946 the peculiar situation arises, that 
on the one hand net abnormal income with- 
in the meaning of Section 721 which is at- 
tributable to previous excess profits tax 
years may exist, but on the other hand no 
excess profits tax will be levied by which 
the allocation to such previous years may 
be taken into account, as was provided in 
Section 721 (c). How does that affect the 
unused excess profits credit of the year 
1946? Is the abnormal income to be dis- 
regarded altogether in computing the un- 


Section 721 Relief 





CARRY-BACK 


used excess profits credit? Or should only 
that portion of the abnormal income which 
is attributable to taxable years other than 
those for which the excess profits tax was 
effective be excluded from 1946 excess prof- 
its net income? Or, in determining the un- 
used excess profits credit, may the total 
abnormal income be deducted from excess 
profits net income for 1946? 


There seems to be no reason why, for 
the purpose of computing the unused excess 
profits credit for 1946, the relief provision 
of Section 721 should be entirely disre- 
garded. As shown by Section 122 (b) of 
the Revenue Act of 1945 and in Regulations 
112, Section 35.710-3, as amended by T. D. 
5514, the unused excess profits credit for 
1946 shall be computed in the same manner 
as though an excess profits tax were im- 
posed for the year 1946 or a fiscal year 
beginning in 1946. In accordance therewith 
the Report of the Senate Finance Com- 
mittee with reference to the unused excess 
profits credit carry-back from 1946 reads 
as follows: 


“All provisions of law necessary to com- 
pute the excess profits credit, the excess 
profits net income and the unused excess 
profits credit for a taxable year beginning 
in 1946 and the unused excess profits credit 
carry-back from such taxable year, shall be 
taken into account in determining the un- 
used excess profits credit and the resulting 
carry-back in the same manner as if an ex- 
cess profits tax were imposed for such tax- 
able year.” 


Furthermore, the report explicitly men- 
tions that, “in determining the unused ex- 
cess profits credit. adjustment for taxable 
years beginning prior to January 1, 1946, 
the unused excess profits credit for a tax- 
able year beginning in 1946 may be com- 
puted by taking into account a constructive 
average base period net income determined 
under Section 722 of the Code.” 


Unused Excess Profits Credit 


Just as relief under Section 722 is a fac- 
tor in determining the unused excess prof- 
its credit for 1946, relief under Section 721 
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must also be assumed to affect such un- 
‘used credit, inasmuch as the excess profits 
net income for 1946 as the basis of the 
unused credit is decreased by applying re- 
lief on account of abnormal income. The 
legislative purpose of privileging abnormal 
income with regard to the taxpayer’s excess 
profits tax liability is applicable to the com- 
putation of the unused excess profits credit 
for 1946 as well as to the determination of 
the excess profits tax of any excess profits 
tax year, since “all provisions of the law 
necessary to compute the excess prof- 
its net income shall be taken into account 
in determining the unused excess profits 
credit in the same manner as if an 
excess profits tax were imposed.” Hence, 
to the extent excess profits net income 1946 
is decreased by relief under Section 721, 
i. e., by the exclusion of net abnormal in- 
come, the excess of the excess profits credit 
1946 over the excess profits net income 
1946, i. e., the unused excess profits credit 
for 1946, is increased. 


Exemption of Net 
Abnormal Income 


However, careful consideration must be 
given to the question as to what extent net 
abnormal income is really excluded from 
excess profits net income 1946 and, there- 
fore, in fact, decreases such income. Inasmuch 
as the net abnormal income is attributable 
to taxable years before the excess profits 
tax became effective, i. e., the taxable year 
beginning in 1939 and prior years, or to 
taxable years after the repeal of the excess 
profits tax, i. e., the taxable year beginning 
in 1947 and succeeding years, the net ab- 
normal income is actually and fully exempt 
from excess profits tax. Those portions of 
net abnormal income, therefore, are ex- 
cluded from excess profits net income of 
any year. Even in the excess profits tax 
years they would not have been subject to 
excess profits tax at all. Hence, neither in 
any excess profits tax year nor in the year 
1946 do they form part of the excess profits 
net income. They doubtless constitute a 
real reduction of excess profits net income. 
Therefore, the portions of the net abnormal 
income 1946 attributable to years for which 
the excess profits tax was or will be not 
effective are to be excluded from 1946 ex- 
cess profits net income in computing the 
unused excess profits credit for 1946. 

That this conclusion is correct becomes 
evident when the credit under Section 26 
(e) is determined for a taxable year begin- 
ning before December 31, 1945, for which 





relief under Section 721 could be claimed, 
That credit was allowed in computing nor- 
mal tax and surtax net income and equaled 
the income subject to excess profits tax. ° If 
the net abnormal income attributable to 
non-excess profits tax years had been in- 
cluded in the credit under Section 26 (e), it 
would not have been taxable at all, since 
neither normal tax and surtax nor excess 
profits tax would have been payable there- 
for. As, however, that portion of the net 
abnormal income was no part of the excess 
profits income, it was not to be included in 
the credit under Section 26 (e) and it in- 
creased the normal tax and surtax net 
income. (Regulations 112, Section 35.721-3 
—third paragraph.) 


The situation is different to the extent 
net abnormal income is attributable to ex- 
cess profits tax years. As mentioned above, 
those portions of net abnormal income af- 
fected the excess profits tax of a taxable 
year beginning before December 31, 1945, 
as shown in Section 721 (c) and (d). Al- 
though not includible in the gross income 
of the year of realization or the future taxable 
year to which they were attributed, for the 
purpose of computing excess profits tax, 
they constituted a factor in determining the 
excess profits tax liability of the taxable 
year involved. In addition to the amount 
of tax arrived at on the basis of excess 
profits net income excluding those portions 
of the net abnormal income, certain amounts 
were payable for excess profits tax equaling 
the difference in tax which would have 
resulted from the inclusion of those por- 
tions in the excess profits net income of the 
respective previous taxable years. 


Example 


This may be illustrated by the following 
example: The taxpayer, in 1945, realized a 
net abnormal income of $100,000, attribut- 
able to the year 1941 in the amount of 
$60,000 and to the year 1942 in the amount 
of $40,000. Its adjusted excess profits net 
income exclusive of the net abnormal in- 
come for the year 1945 was $200,000; that 
for the year 1941 amounted to $70,000, and 
that for the year 1942 to $30,000. The ex- 
cess profits tax for the year 1945 was to be 
computed under Section 721 (c) as _ fol- 
lows: 


Ninety-five per cent of the ad- 
justed excess profits net income for 
1945 without inclusion of the net 
abnormal income, i. e., ninety-five 
per cént OF 200000. .... ....6065555 $190,000 
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Increase of the excess profits tax 
for 1941 which would have resulted 
from the inclusion of $60,000 of net 
abnormal income attributable to 
1941 in the adjusted excess profits 
net income of that year, i. e., forty- 
five per cent of $30,000 and fifty 
per Cent OF SIOOUG. .... 6665 sense $ 28,500 


Increase of the excess profits tax 
for 1942 which would have resulted 
from the inclusion of $40,000 of net 
abnormal income attributable to 
1942 in the adjusted excess profits 
net income of that year, i. e., ninety 
per cent of $40,000.......... 36,000 








Total Excess Profits Tax 1945. . $254,500 





This amount is the excess profits tax for 
the year 1945; it cannot be segregated into 
a 1941, a 1942 and a 1945 tax, although its 
components are computed on the basis of 
the conditions and legal provisions of those 
different years. Section 721 (c) explicitly 
defines the tax computed above as “the tax 
under this subchapter for the taxable vear, 
in which the whole of such abnormal in- 
come would without regard to this sec- 
tion (721) be includible.”* Thus, it appears 
that not only the adjusted excess profits 
net income exclusive of the net abnormal 
income (in the above example the amount 
of $200,000) but also the net abnormal in- 
come attributable to other excess profits tax 
years (in the example the amount totaling 
$100,000) is subject to the excess profits tax 
of the year, and, therefore, forms part of its 
excess profits net income, although the tax 
on that abnormal net income is computed 
in a special way. In other words, to the 
extent net abnormal income was attribut- 
able to other excess profits tax years, it was 
not excluded from the excess profits net 
income of the year of realization; but Sec- 
tion 721 (c) provided a special method of 
computing the excess profits tax imposed 

' As a consequence, in the above example the 
ten per cent credit of Section 784 on the full 
amount of $245,500 would be allowable. The 
limitation of Section 781 (d) (1) would not 
apply, because the excess profits tax under con- 
sideration is that of a taxable year beginning 
after December 31, 1943. 

* The situation is exactly the same as under 
Section 107, I. R. C. The compensation for 
services and back pay, inasmuch as it is attrib- 
utable to preceding years under Section 107, 
nevertheless is income of the year of the re- 
ceipt. But it is taxed by a special method 
similar to that of Section 721 (c). Hence, that 
portion of a compensation received in 1943 but 
attributable to 1942 was not forgiven under Sec- 
tion 6 (a) of the Current Tax Payment Act of 
1943. (Section 6 (d) (3) of that Act and T. D. 
5300, Section 36.6 (b).) 


Section 721 Relief 


thereon.” Such abnormal net income was 
also to be included in the credit under Sec- 
tion 26 (e), since otherwise it would have 
been subject to normal tax and surtax as 
well as excess profits tax—a twofold tax- 


ation, which has been prevented by the tax 
law since 1942. 


1946 Excess Profits Credit 


The principle that net abnormal income 
which is attributable to excess profits tax 
years does not reduce the excess profits net 
income of the taxable year must also be 
applied to the computation of the unused 
excess profits credit for 1946. Such net ab- 
normal income for 1946 is part of the excess 
profits net income for 1946 and must be 
taken into account in determining the ex- 
cess of the excess profits credit for 1946 
over that excess profits net income. As a 
consequence, there is no incongruity result- 
ing from the fact that such abnormal net 
income attributable to previous excess prof- 
its tax years is not subject to excess profits 
tax on account of its repeal. 


In the foregoing discussion it was as- 
sumed that allocation of the net abnormal 
income of a taxable year to previous excess 
profits tax years resulted directly in an in- 
crease of excess profits tax for the respective 
previous years. Such increase constituted 
part of the excess profits tax for the tax- 
able year (if beginning before December 
31, 1945). However, in no case does the 
allocation to a previous excess profits tax 
year directly increase the excess profits tax 
of such year. There may have been a loss 
or an unused excess profits credit in that 
year large enough to absorb the attributed 
portion of the net abnormal income, with 
the consequence that despite the attribution 
no excess profits tax for that previous year 
resulted. Inasmuch as the attribution re- 
duced a net operating loss or unused 
excess profits credit carry-back or carry- 
over and, therefore, caused the increase in 
the excess profits tax of another previous 
excess profits tax year, such increase was 
also to be taken into account in computing 
the tax under Section 721 although it was 
an indirect result of the attribution only. 
(Regulations 112, Section 35.721-4 (b).) In 
such case, the portion of net abnormal in- 
come involved was subject to excess profits 
tax, even though by indirectly affecting the 
tax of a previous taxable year different 
from the year of allocation, and, therefore, 
that portion undoubtedly also formed part 
of the excess profits net income of the tax- 
able year of realization. 
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Further Illustrations 


But there may be cases in which the allo- 
cation of net abnormal income to a specific 
excess profits tax year did not affect the ex- 
cess profits tax liability of any year, directly 
or indirectly, as illustrated in the following 
example. 


The corporation taxpayer whose excess 
profits credit computed under the income 
method amounted to $25,000 reported for 
1941 a loss of $20,000; for 1942 an excess 
profits net income of $5,000 (after applying 
the net operating loss deduction); for 1943 


an excess profits net income of $30,000; and 


for 1944 an excess profits net income of 
$50,000. 


The loss of the year 1941 was carried 
forward as a net operating loss deduction 
and applied to the year 1942 in the full 
amount of $20,000. No excess profits tax 
return had to be filed for the loss of the 
years 1941 and 1942, whose excess profits 
net income did not exceed $5,000; and on 
the returns filed for the years 1943 and 1944 
no excess profits tax was to be reported 
since no adjusted excess profits net income 
remained after applying the allowable credits, 
as shown by the following computation: 


1943 


Excess Profits Net Income.... 
Specific Exemption .............. 
Excess Profits Credit 1943 . 

Unused Excess Profits Credit—1941 . 
Unused Excess Profits Credit—1942 . 


Total Credits 


Adjusted Excess Profits Net Income 


1944 


Excess Profits Net Income... 
Specific Exemption 

Excess Profits Credit—1944 
Unused Excess Profits Credit—1942 


Total Credits 


Adjusted Excess Profits Net Income 





ore $30,000 
pair, ee ad Sane $ 5,000 
kc ean 25,000 
Roly teh amen 25,000 
- ate 20,000 
Livia eta 75,000 
None 
4 $50,000 
. $10,000 
gues 4 25,000 
Be Sie ree 15,000 
icoee 50,000 
a, None 


In 1945 the taxpayer realized net abnormal income of $40,000, which was attributable to 


each of the four preceding 
computations result: 


Net Operating Loss Reported 


Add: Attributable Abnormal Income. . 


Net Operating Loss Reduced to 


Excess Profits Tax 


Add: Reduction of net operating loss bidet CZ ae over nae 1941 10,000 

Attributable abnormal income 10,000 

Revised Excess Profits Net Income ere $25,000 
Specific Exemption Les 6 . $ 5,000 
Excess Profits Credit—1942 Pere & 25,000 
Unused Excess Profits Credit—1941................... . 25,000 

PCa TNMINE 53 "pew a Paes Des cee, Maan um aoa 55,000 

856 September, 1946 @ TAXES—The Tax Magazine 


years at $10,000. 


If such attribution is made, the following 


1941 


($20,000) 
10,000 


($10,000) 


None 


1942 
Excess Profits Net Income Reported..... 


$ 5,000 


| 
: 











Adjusted Excess Profits Net Income 
Excess Profits Tax 


Excess Profits Net Income Reported 


Revised Excess Profits Net Income 
Specific Exemption 
Excess Profits Credit—1943 
Unused Excess Profits Credit—1941 
Unused Excess Profits Credit—1942 


Total Credits .. 


Adjusted Excess Profits Net Income 
Excess Profits Tax 


None 
None 


POE AIS Oe ee RE et See Pe $30,000 
Add: Attributable Abnormal Income 


10,000 


55,000 


None 
None 


1944 


Excess Profits Net Income Reported... 
Add: Attributable Abnormal Income 


Revised Excess Profits Net Income.... 


Specific Exemption ........... 
Excess Profits Credit—1944 
Unused Excess Profits Credit 


Total Credits 
Adjusted Excess Profits Net Income 


Excess Profits Tax 95% 


fn a) en eee a ae Ae 


This is the amount of excess profits tax 
imposed on the net abnormal income of the 
year 1945 realized in the sum of $40,000, be- 
cause by that amount the excess profits tax 
for the year 1944 would have been increased 
if the respective portions of the net abnor- 
mal income had been included in the gross 
income of the previous years of allocation. 
An analysis of the facts which resulted in 
that excess profits tax shows that it was 
due to: 


(1) the inclusion of $10,000 of abnormal 
income in the gross income of the year 1944; 


(2) the elimination of the unused excess 
profits credit for 1942 of $20,000, which was 
deducted on the 1944 return in computing 
the 1944 adjusted excess profits net income. 
This elimination was caused by the increase 
of the 1942 excess profits net income on 
account of the allocation of $10,000 of ab- 
normal income to the year 1942 and the 
reduction of the net operating loss carry- 
over from the year 1941 by $10,000, i. e., 
by that portion of abnormal income which 
was allocable to the year 1941. 


Section 721 Relief 


saan ae kaa $50,000 
10,000 


Re estes $60,000 


35,000 


sea unalehe Reon wina ea a eae $25,000 


Ky Shes ce tale hu Seer at WS $23,750 
Less: 10% Credit Under Section 784 


2,375 
cis. $2385 


Thus, the allocation to the years 1941, 
1942 and 1944 was determined in computing 
the excess profits tax of $21,375, but the 
allocation of the portion of $10,000 of the 
abnormal income to the year 1943 had no 
bearing on the final result. It is evident 
that this portion was not subject to excess 
profits tax either directly or indirectly. As 
a consequence, it was not includible in ex- 
cess profits net income nor in the credit 
under Section 26 (e), I. R. C. 


Not even on the full amount of the ag- 
gregate allocations to the years 1941, 1942 
and 1944 in the total sum of $30,000 was 
excess profits tax imposed, as the adjusted 
excess profits net income 1944 amounted to 
only $25,000. Hence, the inclusion of the 
allocations to the years 1941, 1942 and 1944 
in excess profits net income could not have 
been in excess of $25,000. 


Test 


This furnishes the test as to what extent 
net abnormal income attributable to excess 
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profits tax years is to be included in excess 
profits net income. If such net abnormal 
income increased the excess profits tax of 
any previous taxable year either directly 
or indirectly, this was necessarily reflected 
by the increase of the adjusted excess profits 
net income of that year. The aggregate of 
the increases of the adjusted excess profits 
income of the previous taxable years which 
directly or indirectly result from the allo- 
cation of net abnormal income constitutes 
that part of the net abnormal income which 
is to be included in the excess profits net 
income of the year of realization. 


No Increase in Excess Profits Tax 


A further, but a much simpler, example 
in which the allocation of net abnormal in- 
come does not result in any increase of 
excess profits tax may be given: 


The taxypayer, using the same excess 
profits credit of $25,000 and realizing net 
abnormal income of $40,000 in 1945, had 
losses in all previous excess profits years 
1941 through 1944 and only in 1945 an in- 
come subject to excess profits tax even with- 
out regard to the abnormal income. The 
latter was attributable to the years 1941 and 
1942 exclusively but did not bring about an 
excess profits tax liability for those years 
since, even after the allocation of the net 
abnormal income, there still was no income 
in excess of $30,000 ($5,000 specific exemp- 
tion plus $25,000 excess profits credit) for 
both years. The losses of the years 1943 
and 1944 also were so large that those years 
still showed losses and their excess profits 
credits were unused to the full extent, even 
though the net operating loss deductions 
carried over from 1941 and 1942 were de- 
creased on account of the allocation of net 
abnormal income to those years. On the 
other hand, the allocation to those years 
could not affect the net income or the unused 
excess profits credit adjustment of the year 
1945 with regard to the two years’ limitation 
of the carry-over. Thus, the net abnormal 
income attributable to the years 1941 and 
1942 had no tax consequences at all and, 
in particular, did not result in any excess 
profits tax liability or its increase. Such 
net abnormal income, although attributable 
to an excess profits tax year but not re- 
sulting in an excess profits tax liability or 
its increase, must be treated in the same 
way as net abnormal income attributable 
to non-excess profits tax years, 1. e@., ex- 
cluded from excess profits net income. This 
applies as well to excess profits tax years 


in which abnormal income was realized as 
to the year 1946 for the purpose of com- 
puting the unused excess profits credit of 
that year. 

As shown by the foregoing, the principle 
established above, that net abnormal income 
attributable to excess profits tax years does 
not reduce the excess profits net income, 
has to be modified by the qualification that 
such allocation must result—directly or in- 
directly—in an excess profits tax liability 
or its increase or, with respect to the year 
1946, would have resulted in it if the excess 
profits tax had been in effect for that year. 


Summary 


Thus, the following rules applicable in 
determining the unused excess profits credit 
of the year 1946 may be summarized: 


(1) Net abnormal income attributable to 
taxable years for which the excess profits 
tax was not or will not be in effect is to 
be excluded from excess profits net income. 


(2) The same applies to those portions of 
the net abnormal income which, although 
attributable to excess profits tax years, 
would have resulted neither directly nor 
indirectly in an excess profits tax liability 
of any year or its increase if the excess 
profits tax had still been effective for the 
year 1946. 

(3) Those portions of the net abnormal 
income form a part of the excess profits net 
income for 1946, which are attributable to 
excess profits tax years and, in addition 
thereto, would have resulted directly or in- 
directly in an excess profits tax liability of 
any year or its increase if the excess profits 
tax had been in effect for the year 1946. 
Whether or not, and if so, to what extent, 
a portion of the net abnormal income meets 
this additional requirement must be deter- 
mined by recomputing the adjusted excess 
profits net income of all years which are 
affected directly or indirectly by including 
the attributable portions of the net abnormal 
income in the gross income of the respective 
vears. The total amount of net abnormal 
income to be included in the excess profits 
net income of the year 1946 equals the 
aggregate of the increases in the adjusted 
excess profits net income of the previous 
excess profits tax years inasmuch as such 
increases directly or indirectly result from 
the allocation of net abnormal income. 


[The End] 
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IMCOME TAX ON ANNUITY PAYMENT 


By WALTER D. FREYBURGER 
Member of the New York and Illinois Bars 





Ts FOLLOWING MATTER recently 
appeared in an advertisement: “Annui- 
ties. Returns at age 65—Male 8.24%. Fe- 
male 6.9%. Largely Income Tax Exempt 
for Many Years.” In a well-known book 
yn insurance, an author says: “A feature 
which, at present, gives additional attraction 
to life annuities in this country is that the 
annuity payments are for some years after 
purchase subject to Federal income tax only 
to the extent of 3 per cent of the purchase 
price. For example, if an annuity of $900 
per annum is purchased for $10,000, tax is 
payable only upon $300. However, when 
the balances of $600 per annum amount to 
$10,000 (4. e. in about 16 years) tax is there- 
after payable on the full amount of the 
annuity payment.” 

Yes, any investment is indeed attractive 
that yields over eight per cent on the cost, 
and is taxed on only three per cent of the 
cost—provided that the invested capital is 
not lost in the process. In the case of an 
annuitant, he is willing to use up his capital 
for the sale of a higher income. 


3ut even 
he is not taxed on the return of capital, 
would he be receiving any tax advantage? 
The answer is obviously no. The owner of 
depreciable or depletable property is not 
taxed on his gross income. If he owns an 
apartment building, coal mine or oil well, 
he is allowed a deduction for the exhaustion 
of his capital. As will be demonstrated 
presently, the annuitant, under the existing 
law, is taxed on part of his capital. 


Changes Made 
by Revenue Act of 1934 


Section 22(b)(2) of the Internal Revenue 
Code reads as follows: 

“Amounts received as an annuity under 
an annuity or endowment contract shall be 
included in gross income; except that there 
shall be excluded from gross income the ex- 
cess of the amount received in the taxable 
year over an amount equal to 3 per centum 


Income Tax on Annuity Payments 


of the aggregate premiums or consideration 
paid for such annuity (whether or not paid 
during such year), until the aggregate 
amount excluded from gross income under 
this chapter or prior income tax laws in re- 
spect of such annuity equals the aggregate 
premiums or consideration paid for such 
annuity.” 


This provision originated in the Revenue 
Act of 1934. 
The object to be attained by such legis- 


lation is shown by the following statement 
in the Committee Report:’ 


“The present law does not tax annuities 
arising under contracts until the annuitant 
has received an aggregate amount of pay- 
ments equal to the total amount paid for the 
annuity. Payments to annuitants are, in 
fact, based upon mortality tables which pur- 
port to reflect a rate of return sufficient to 
enable the annuitant to recover his cost and 
in addition thereto a low rate of return on 
his investment. The change continues the 
policy of permitting the annuitant to recoup 
his original cost tax free but requires him 
to include in his gross income a portion of 
the annual payments in an amount equal to 
3 per cent of the cost of the annuity. While 
the per cent used is arbitrary, it approxi- 
mates the rate of return in the average 
annuity. 


“Statistics show that an increasing amount 
of capital is going into the purchase of an- 
nuities with the result that income taxes are 
postponed indefinitely. The change merely 
places the return of this form of investment 
on the same basis as other forms of invest- 
ment by taxing that portion of each pay- 
ment which in fact constitutes income.” 


If the changes made by the Revenue Act 
of 1934 had the effect of taxing currently 
only “that portion of each payment which 
in fact constitutes income,” there could be 





1 Ways and Means Committee (H. R. Report 


No. 704, Seventy-third Congress, Second Session, 
1939-1, C. B. Pt. 2, p. 569). 
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no objection to such legislation. Annuitants 
probably should not receive tax advantages 
over other investors; but considering the 
fact that annuitants are generally people of 
meager wealth who have saved during their 
productive years to provide for their old 
age, if there are any tax plums to be dis- 
tributed, annuitants are certainly eligible for 
favorable consideration. Perhaps the trou- 
ble with the annuity provision is that it is 
too simple. It is extraordinarily easy to 
read. But, as often happens, what first ap- 
pears simple is ambiguous in application, 


or, if not ambiguous, produces inequitable 
results. 


Nature of Annuity Payments 


It is necessary merely to understand the 
nature of an annuity to see that capital is 
being taxed. Each payment under a life 
annuity contract is made up partly of capital 
or principal, partly of a survivorship ele- 
ment, and partly of interest. The survivor- 
ship element arises from the deaths that are 
assumed according to a specified mortality 
table. For each year of age, the reserve on 
behalf of those dying is divided equally 
among the survivors for that age. This re- 
sults in a larger average reserve for the 
survivors. This increment is accounted for 
because, under most life annuities, either 
there is no return on death or the return is 
substantially less than the reserve. Such in- 
crement is in the nature of a tentative capi- 
tal gain. It is tentative since the annuitant 
may not live throughout his expectancy and 
may in fact suffer a capital loss. Therefore, 
such increment should not be taxes until the 
annuitant recovers his capital tax-free. Un- 
til that time only the interest element repre- 
sents true income. 


As the annuity payments are made, the 
interest element in each payment becomes 
less and the combined survivorship and cap- 
ital or principal element larger. So even in 
the earlier years the capital must yield more 
than three per cent to justify taxing an 
amount equal to three per cent of the cost 
of the annuity. As a matter of fact, the 
amount at interest in never equal to the cost. 
There is a loading charge to cover acquisi- 
tion and overhead that must be deducted. 
3ut even conceding that the loading charge 
is small and may be disregarded for the 
sake of simplicity, continuing to tax annuity 
payments on the three per cent basis when, 
for example, half of the capital may have 
been used up, is not justified. It is clear 
that if a man borrows money at a so-called 
rate of three per cent, the interest exacted 
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being equal to three per cent of the original 
amount of the debt, and is required to pay 
the principle in equally monthly installments 
over a period of a year, he will in fact have 
been paying interest at approximately six 
per cent on the amount borrowed. The 
amount of capital exhausted in an annuity 
is not paid out in equal installments, a 
smaller amount of capital and a larger pro- 
portion of interest being paid in the earlier 
years. Nevertheless, since on the average 
about one-half of the original principal is 
subject to interest, if the annuitant were re- 
quired to pay three cent on one-half of the 
cost of the annuity, he would came nearer 
to paying a tax only on interest than he does 
under the present law. 


Three Per Cent Rule 


The three per cent rule had much more 
justification in 1934, when insurance com- 
panies might earn four per cent of even five 
per cent on their investments, than today, 
when they do well to earn threee per cent. 
Forty-nine life insurance companies reported 
for 1945 net investment earnings averaging 
3.09 per cent against 5.03 per cent in 1930. 
At the end of 1945, all legal reserve com- 
panies had $20,575,000,000 of their total as- 
sets of about $44,700,000,000 invested in 
government securities. The yield on other 
high-grade bonds, which was more than four 
and one-half per cent in 1932 and slightly in 
excess of three per cent in 1939, has fallen 
recently to less than two and one-half per cent. 
Annuities are now being sold by many life in- 
surance companies at an assumed interest yield 
of two per cent, in some cases on a partici- 
pating basis, i. e., subject to the payment of 
dividends if actual experience proves more 
favorable than that assumed in the compu- 
tation of rates. 


The inequity of the three per cent rule is 
well illustrated in the case of the purchase 
of an immediate life annuity without refund 
at death. Under this rule, the annuitant will 
seldom recover his capital tax-free. For ex- 
ample, for approximately $20,000, a female 
aged fifty-five may purchase a life annuity 
providing $1000 per year. Six hundred dol- 
lars received each year will be taxable and 
four hundred dollars not taxable. Her 
chance of living until she recovers her capi- 
tal free of tax is practically nil since she 
would be required to live fifty vears or until 
age 105 to do so, although her expectancy 
of life is approximately twenty-five years.’ 





2 For other illustrations of the absurdities in 
the present rule, see the Spectator, May and 
June, 1945, issues. 
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The three per cent rule thus considers her 
as receiving a much larger amount of inter- 
est and a much smaller amount of capital 
than is actually the case. As a matter of 
fact, the amount of annuity payments may 
not equal even three per cent of the consid- 
eration paid. In the case of a female aged 
twenty, one insurance company pays annu- 
ally $28.64 on an annuity that costs $1000. 
The annuity is written on an assumed inter- 
est rate of two per cent and pays at the 
rate of 2.864 per cent. So in such a case, 
even with some of the capital being taxed, 
the yield is less than three per cent. Never- 
theless, the only reason that the annuitant 
is not taxed on $30 is that she did not 
receive that much in combined interest and 
capital. 


Thornley Case 


The unfairness of the three per cent rule 
is well illustrated in the case of payments 
for a fixed term or an annuity certain, that 
is, without life contingencies, such as the 
contracts considered in the Thornley case.* 
That case involved installment payments 
over a period of years received upon a sur- 
rendered of life insurance policies for their 
cash surrender value, to which an attempt 
was made to apply the three per cent rule. 
The court said: 


“Under the agreements with Berkshire the 
fixed installments will aggregate $29,714.40 
over the twenty-year period. We _ have 
shown above that this amount represents 
the proceeds of the policies to be repaid to 
petitioner, $22,469.25, plus an increment of 
$7,245.15. Yet under respondent’s determi- 
nation, over twenty years, $13,481.55 of the 
payments will be included in gross income 
and taxed. Of the amount which will be 
taxed, $13,481.55, the amount of $7,245.15 
will constitute an increment in the form of 
interest and $6,236.40 will constitute a re- 
turn of capital upon which tax will have 
been levied. We think it is conceivable that 
if the principal amount of the proceeds of 
the Berkshire policies were left with the 
company for a sufficiently lengthy period 
of time, a very much larger portion of the 
principal would be taxed under the theory 
that respondent has followed here. For ex- 
ample, petitioner could have elected to have 
the principal amount of the proceeds of the 
policy paid to him in 600 monthly install- 
ments under Option A. Thus over a period 
of fifty years, three per cent of the amount 
of the proceeeds of the policies would be 





3 Thornley v. Commissioner (1943), 2 TC 220 
[CCH Dec. 13,301]; NA. 1944 C. B. 49; Commis- 
sioner’s appeal dismissed, March 8, 1944. 
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included in gross income in each year and 
a correspondingly larger portion of the prin- 
cipal, or capital recovered, would be taxed 
under respondent’s theory.” 


The court was led by such absurd conse- 
quences to interpret Section 22(b)(2) as not 
including in the term “annuity” amounts 
that were required to be paid over a fixed 
term not involving a life contingency. In- 
come tax regulations to the contrary were 
held invalid. Applying the other portions 
of Section 22(b)(2), the court concluded 
that there was no tax upon any portion of 
the installments until the payee had recov- 
ered tax-free the consideration paid for the 
contract. It will be seen that the effect of 
such interpretation of Section 22(b)(2) is 
to disregard the intent of Congress to tax 
the interest element currently in an annuity. 
It is also contrary to the definition of an annu- 
ity as that term has been generally understood. 
But rather than interpret the statute as tax- 
ing capital, the court held that Congress did 
not intend to make fixed term installment 
payments, not involving any life contin- 
gency, taxable under the three per cent rule. 

Judge Hill, in a dissenting opinion, con- 
cluded that Section 22(b)(2) was not appli- 
cable to a situation where the insured 
surrendered his policy for its cash value and 
exercised an option to receive monthly in- 
stallments over a fixed period. He was tax- 
able under Section 22(a) on the increment 
in the nature of interest. Each payment 
would be considered as containing an ali- 
quot portion of the increment, to the same 
extent as the increment in the nature of inter- 
est was taxable under Section 29.22(b) (1)-1 
of Regulations 111, prior to amendment by 
T. D. 5515, relating to proceeds payable in 
installments under an option elected by the 
beneficiary after the death of the insured. 
For example, if the cash surrender value 
was $1000, but an option was elected to re- 
ceive ten equal annual payments in lieu of 
cash, the portion of the installment received 
during any taxable year to be excluded from 
gross income was $100 ($1000 divided by 
$10). Any amount received as an install- 
ment in excess of $100 would have been in- 
cluded in gross income. This view carries 
out the congressional intent to tax income 
currently. 


Joint and Survivor Annuities 


Joint and survivor annuities are payable 
until the death of the last survivor of two 
or more persons. A joint and survivor an- 
nuity for two persons is really a combina- 
tion of three annuities—that is, the sum of 
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two single life annuities less a joint life an- 
nuity which ceases at the first death—if pay- 
ments are to be made to the annuitants 
jointly while they are both alive, or a com- 
bination of an immediate life annuity and a 
survivorship annuity, if payments are to be 
made only to one annuitant during his life 
and to the survivor during the remainder 
of her life. 

I. T. 3077 (C. B. 1937-1, page 136) was 
of the latter type. A husband purchased a 
joint and survivor annuity which provided 
for the payment to him of X dollars semi- 
annually for the duration of his life and 
thereafter to his wife for the remainder of 
her life. After his death the question arose 
as to how much the widow must report in 
her income tax return. For example, the 
husband might have paid $50,000 for the 
joint and survivor annuity, $23,000 of which 
represented the cost allocable to the wid- 
ow’s survivor annuity. Should three per 
cent be applied to $50,000 or to $23,000 to 
determine the widow’s income? What is the 
cost of her annuity? If she had sold the 
contract, her cost basis for determining gain 
or loss would have been the cost of such 
contract to the donor, her husband. It cer- 
tainly would not have been what her hus- 
band paid for such an annuity plus an 
annuity to himself for life. Yet, in deter- 
mining the cost of the annuity to the widow 
for the purpose of applying the three per 
cent rule, the Commissioner of Internal 
Revenue ruled in I. T. 3077 that the cost 
was the aggregate premiums paid for both 
annuities—the one to the husband and the 
one providing payments to the wife com- 
mencing on the death of the husband. It 
would seem that if the object of the annuity 
income tax provision as set forth in the 
Committee Report previously referred to 
was to tax “that portion of each payment 
which in fact constitutes income,” the three 
per cent should be applied to the cost of the 
one annuity which is being paid, and not 
to the aggregate cost of several annuities to 
be paid to different taxpayers. The fact that 
all of the annuities are written under one 
contract should not be determinative where 
it is possible to allocate the costs to the 
various annuities covered by the one con- 
tract.* 


Need for Remedial Legislation 


If the annuitant is not to remain the for- 
gotten man in income taxation and is to be 


4See a further discussion of this matter in 
Taxation of Life Insurance and Annuities, by 
K. Raymond Clark, section 25. 
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permitted to recoover his capital tax-free 
as in the case of the landlord, the mine 
owner and the merchant, remedial legisla- 
tion would appear necessary. If the inter- 
pretation of Section 22(b)(2) as applied to 
fixed-term annuities by the Tax Court in 
the Thornley case were followed, the annu- 
itant would not only be relieved but also 
would have the advantage of postponing his 
tax until he had recovered his cost, as was 
permitted prior to the Revenue Act of 1934. 
Although it is true that in the case of a 
non-refund life annuity the annuitant may 
not live throughout his expectancy, never- 
theless he is not entitled to a loss deduction 
if he dies before recovering his cost.®. What 
appears to have been a loss, was really the 
cost of security. The annuitant received 
what he bargained for—security to provide 
for his needs in his old age, whether he 
lives less or longer than his expectancy. 
So it is difficult to justify postponing the 
tax until the cost has been recovered. 

If Judge Hill’s dissenting opinion were 
followed, the annuitant would be taxable 
currently on the increment in the nature of 
interest. But that would apply only to con- 
tracts not involving a life contingency. A 
contract which provides for installment pay- 
ments for life and which exhausts the prin- 
cipal, is acknowledged by all to be an 
annuity contract to which Section 22(b) (2) 
is applicable. The three per cent rule ap- 
plies. But it is a tax on capital as well as 
interest; for the capital is constantly being 
used up, and three per cent is not being 
earned on the entire original capital. 


Suggested Solutions 


The obvious solution is to approximate 
the interest element in all payments. The 
insurance company might be able to break 
up each installment into capital and interest. 
But this would put an unreasonable burden 
on the insurance company. It is suggested 
that the same principles be followed in ap- 
proximating the interest as was done in 
Section 29.22(b)(1)-1 of Regulations 111, 
prior to recent amendment by T. D. 5515. 
If the amounts are payable in installments 
for a fixed number of years, the cost of the 
annuity is divided by the total number of 
installments payable over the fixed number 
of years for which payments are to be made, 
and the quotient represents the portion of 
each installment to be excluded from gross 
income because it represents principal or 


5J. T. 2915, C. B. XIV-2, p. 98; Industrial 
Trust v. Broderick, 94 F. (2d) 927 [38-1 ustc 
1 9136]. 
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capital. The amount of each installment in 
excess of such excluded portion is to be 
included in gross income because it repre- 
sents interest. If amounts are payable in 
installments during the entire life of the 
annuitant, the amount of each installment 
that is to be included in gross income is 
determined in the same manner as in the 
case of a fixed-term contract, except that 
the number of years to be used in the speci- 
fied computation would be determined by 
the life expectancy of the annuitant, as cal- 
culated by the table of mortality used by 
the particular insurance company in deter- 
mining the amount of the annuity. When 
the aggregate amount received exempt from 
taxation equals the consideration paid, the 


entire amount of each payment subsequently 
received is taxable. 


A rough-and-ready solution to the prob- 
lem would be to restrict Section 22(b)(2) 
to life annuitants but to apply the three 
per cent rule to one-half of the cost of the 
annuity. The Ohio tax on intangibles fol- 
lows this principle.® But a more equitable 
program, both from the point of view of the 
sovernment and that of the taxpayer, would 
be to tax the interest element on the basis 
of the principles of Section 29.22(b)(1)-1 
of Regulations 111 as set forth above, and, 
before it was amended by T. D. 5515, ex- 
empt proceeds payable as an annuity where 
the option was elected by the beneficiary. 


Recent Canadian Legislation 


Until last year Canada followed the Brit- 
ish method of taxing annuities. In the case 
of life annuities, all payments were con- 
sidered income and were taxable in their 
entirety, with the exception of certain an- 
nuities issued by the Dominion Government 
and annuities issued in limited amounts 
before certain specified dates by insurance 
companies. The English courts have held 
that an annuity payable on a life contin- 
gency contains no element of capital. It 
was stated in Perrin v. Dickson:* 

“At any rate it seems quite accurate to 
say, as far as I know, that when you buy 
an annuity it means that you spend your 
capital in buying income; you have not any 
longer got capital but you have got income.” 

Thus the purely legalistic and unrealistic 
view of the English courts was followed. 
Perhaps this was largely due to the policy 


‘For the purpose of the Ohio tax on intan- 
gibles, annuities are taxed on the basis of in- 
come determined by taking four per cent of 
one-half of the cost of the annuity. See Section 
5389, Page’s Ohio General Code, Annotated. 

714 TC 608 at 614. 
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of not taxing capital gains nor allowing a 
deduction for capital losses. But to tax 
annuity payments in their entirety was not 
merely to disallow a capital loss, but to tax 
what amounts to capital payments. The 
annuitant was taxed on his capital while 
the taxpayer who sold his stock at a point 
paid no tax on the return of his capital or 
any profit thereon. But if an annuity for 
a fixed term, not involving any live con- 
tingency, was purchased, the taxpayer was 
considered as recovering part of capital and 
only the interest element in the payments 
was taxable as income. In order to save 
taxes, it became the practice in Canada in- 
stead of issuing one contract for a life 
annuity with a number of yearly payments 
guaranteed—as, for example, for life with 
ten years certain—to issue two contracts, 
one for a fixed term of ten years, and an- 
other for life to begin at the expiration of 
the ten years. Only the interest element 
was taxed under the fixed-term contract. 


Recommendation of Royal 
Commission 


A Royal Commission recommended that 
only the interest element should be taxed 
in all contracts. Legislation was subse- 
quently enacted carrying out the recom- 
mendations of the Commission. The 
Regulations issued January 23, 1946, under 
Section 3, subsection 1, paragraph (b), of 
the Income War Tax Act as enacted by 
Chapter 23, Statutes of 1945, provides: 


“There shall be included in the income 
of the taxpayer all annuities or other annual 
payments received under any contract dur- 
ing the taxation period except such a pro- 
portion of each payment as is equal to the 
ratio of the consideration or purchase price 
of the contract to the total of the payments 
for a period equal to the term of the payments 
under the contract, in the case of a contract 
for a term of years certain, and equal to the 
expected term of the payments, in the case 
of a contract under which the continuance 
of the payments depends in whole or in part 
on the survival of a person.” 


The Canadian Regulations then provide 
for the use of the 1937 Standard Annuity 
Table in determining the expected term of 
the payments in the case of a life annuity. 
This makes it unnecessary to determine what 
table of mortality was used with respect to 
the particular contract. The Regulations 
further provide tables that approximate the 
interest element not only in ordinary life 
annuities, but in life annuities with a term 
certain, and in joint and survivor annuities. 
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Suggestions Summarized 


Considerable improvement would be made 
if the following was accomplished by regu- 
lation and, if necessary, by legislation: 


1, In the case of a contract for a term 
of years certain not involving any life con- 
tingency, such as one resulting from a ma- 
tured endowment, tax only such portion of 
the increment in the nature of interest as is 
applicable to each payment. Adopt the same 
principles as were in effect in Section 29.22 
(b)(1)-1 of Regulatiuns 111, relating to pay- 
ments in installments upon the death of the 
insured where the beneficiary elected the 
option. Why try to apply the arbitrary 
three per cent rule when the increment in 
each payment can readily be approximated 
by excluding from each payment that por- 
tion which represents capital, as ascertained 
by dividing the cost by the number of pay- 
ments? 


2. If am annuity contract covers several 
lives, as in the case of a joint and survivor 


annuity, allocate the cost among the several 
annuities and apply the three per cent rule 
to such allocated cost. 


The greatest improvement, however, 
would be the enactment of legislation that 
would tax only the approximate interest 
element in all annuity payments. It would 
tax such interest currently, but would avoid 
taxing capital. It is submitted that the 
method recently adopted by Canada should 
be followed. If the Canadian Regulations 
are found too complicated, the interest ele- 
ment should be approximated as was done 
under Regulations 111, prior to amendment 
by T. D. 5515, in Section 29.22(b)(1)-1, re- 
lating to installment payments made under 
life insurance policies in the case where the 
beneficiary after the death of the insured 
elects an annuity option. There was always 
something incongruous in taxing an annuity 
in any way where it was purchased from life 
insurance proceeds paid upon the death of 
the insured, and in a different way where it 
was purchased with other funds. 


[The End] 
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DENVER, COLORADO 


In 1944, a slight expansion brought Denver’s general revenue to a level 
General 


higher than that of 1941 for the first time since the last prewar year. 
expenditure, after remaining almost stationary for three years, increased substan- 
tially. In order to provide for a sharp rise in operation expenditure, the property 
tax rate was raised, and the larger yield of this tax accounted for the bulk of the 


expansion in general revenue. New borrowing was negligible in amount and both 
gross and net debt continued to be reduced. 


General revenue of Denver totaled $16.9 million in 1944, a 3.4 per cent in- 
crease over the $16.4 million received in 1943. The expansion stemmed mainly 
from property tax collections which were $437 thousand higher in 1944 than in 
1943 because of an additional $1 per thousand in the tax rate. Revenue from 
sales and gross receipts taxes, and from licenses and permits, remained sta- 
tionary, as well as the amount of aid received from the state. 


In its role of a consolidated city-county, Denver administers the social 
securities categories of public assistance, which are usually administered either 
by the state or the county. Thus, $7.4 million, almost half of its general revenue, 
came in the form of state aid. Of this total, $6.5 million was for public welfare; 
the remainder consisted of the city’s share of state gasoline and motor vehicle 
taxes for highway purposes, and grants for various other purposes. Income 
from charges and miscellaneous sources was $112 thousand or 10.4 per cent more 
than in 1943.—Bureau of the Census, City Finances: 1944, April, 1946. 
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T IS PROBABLY SAFE to state that 

every tax practitioner is concerned about 
the problem of tax avoidance. Having to 
advise his clients from day to day as to 
what they may do to reduce their taxes, the 
tax specialist must himself know the answer 
to this problem. Yet the sophisticated tax 
consultant knows that the problem has no 
cut-and-dried solution; that only a few gen- 
eralizations may be drawn as to what tax- 
payers may or may not do to avoid taxes; 
and that beyond that point the specialist can 
guess only as to the propriety of a particular 
tax-reducing transaction. 


This article is not intended to accomplish 
the impossible. It will certainly not try to 
draw the line where legitimate tax avoid- 
ance ends and impropriety begins. That will 
remain the taxman’s dilemma. It is believed, 
however, that at least one generalization may 
be made as to what is legitimate tax avoi- 
dance. Almost every section of the tax law 
is an elective section in the sense that a 
taxpayer can so adjust his affairs as to fall 
within or outside of the section. Since al- 
most every section is phrased to comprehend 
specific factual patterns, the taxpayer can 
bring himself within or outside of the section 
by taking the appropriate steps. 


For example, the “wash sale” provisions 
of Section 118 apply where a taxpayer sells 
securities at a loss and repurchases similar 
securities within thirty days. Suppose, then, 
that the taxpayer makes the repurchase thirty- 
one days later. Does Section 118 apply? 
Presumably not. Again, the excess profits 
tax law applies only to corporations. No 
one would doubt that stockholders could 
dissolve their corporation so that it should 
not be subject to excess profits tax liability. 
Also, to be a personal holding company, 
for purposes of the personal holding com- 
pany tax, at least fitty per cent of a corpo- 
ration’s stock must be owned by not more 
than five individuals. If five individuals owned 
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PROPERTY RECEIVED IN LIQUIDATION 


By SOLOMON S. MANDELL 


Some current reflections on Section 112(b)(6) of the Internal Revenue Code by 
Mr. Mandell, a tax attorney and accountant with the firm of I. Kalish & Company 
of New York City 


exactly fifty per cent of a corporation’s stock, 
could one of the group sell some of his stock 
to a sixth person at arm’s length so as to 
cause the personal holding company tax pro- 


visions not to apply? It would certainly 
seem so. 


An interesting illustration of this thesis 
exists with respect to Section 112(b)(6) of 
the Internal Revenue Code. 


Historical Background 


Section 112(b)(6) of the Internal Revenue 
Code found its way into the federal tax 
structure in the 1935 Revenue Act by a 
Senate amendment to the 1935 Revenue Bill. 
Its purpose, as stated by Senator George,’ 
is “to permit the simplification of our cor- 
porate structures” by the “liquidation of 
subsidiaries” without the recognition of gain 
or loss. Prior to the 1935 Act it was general- 
ly believed that such reorganizations would 
constitute taxable exchanges.’ 


Companion ‘‘Basis’’ Provision 


From the point of view of the parent 
corporation, a liquidation is really an ex- 
change. The exchange is one of stock for 
assets. Thus, a tax-free liquidation under 
Section 112(b)(6) is really a tax-free ex- 
change. For this reason the “basis” provi- 
sions applying to tax-free exchanges generally 
were made to apply to the Section 112(b) (6) 
liquidations—that is, the property received 
in liquidation by the parent corporation was 
given the same basis as the stock trans- 
ferred. As a result, the basis of the stock 
of the parent had to be allocated among the 
assets received from the subsidiary for pur- 
poses of computing depreciation and gain 





1 Congressional Record, Vol. 80, Part 8, p. 8799. 
2See A. H. Kent, ‘‘The Federal Revenue Act 
of 1936—Some Current Problems,’’ 15 TAXES 
204 (April, 1937). 
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or loss on the disposition of such assets. 
But this rule was often difficult to administer 
since in many cases it was highly impractical, 
if not impossible, to spread the basis of the 
stock among the several assets received in 
liquidation.* As a result, in the 1936 Revenue 
Act, Congress added the present Section 
113(a)(15) to the tax law. This section pro- 
vides that in a tax-free liquidation the parent 
corporation takes the subsidiary’s basis of 
the assets received. The change simplified 
administration, but it introduced into the 
tax system a concomitant incongruity which 
exists to date. 


Incongruous Results 


Section 112(b)(6) is one of a number of 
provisions in the Internal Revenue Code 
which provide for the non-recognition of 
gain or loss on an exchange. The purpose 
of the non-recognition provisions, however, 
is merely to postpone recognition of gain 
or loss, not to exclude absolutely the gain 
or loss from tax consideration. To effect 
the purpose of postponement, the non-recog- 
nition provisions of the Code are given 
companion basis provisions * which provide 
that the transferor shall retain as the basis 
of the assets received, the basis of the assets 
transferred in the exchange. In other words, 
the assets received have the same basis in 
the transferor’s hands as the assets trans- 
ferred. For example, suppose that the trans- 
feror’s basis of certain business machinery 
is $1,000. This machinery is now worth 
$2,000. The machinery is transferred for 
like machinery worth $2,000. not 
recognized on the exchange.’ As a result, 
the basis of the machinery received is $1,000.° 
The effect is merely to postpone taxation of 
the $1,000 gain so that if the new machinery 
is later sold for $2,000 the transferor realizes 
a gain of $1,000.’ 


Gain is 


The intention of Congress in the case of 
tax-free liquidations was the same as with 
respect to other tax-free exchanges, that 
is, merely to postpone recognition of gain 
But the new Section 113(a)(15), 
the companion basis provision of Section 
112(b)(6), defeats this purpose and causes 
incongruous results. For example, X Cor- 


or loss. 


3 Ibid. 

4For example, I. 
(7), (8). 

57. R. C. Section 112(b) (1). 

*T. R. C. Section 113(a) (6). 

7I. R. C. Section 111. The amount of gain 
from a sale is the difference between the amount 
realized and the basis of the property sold. 
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R. C. Sections 113(a)(6), 


poration buys property at a cost of $10,000, 
which it transfers with other assets (which 
need not be considered for the purpose of 
this illustration) to Y Corporation for 100 
per cent of Y’s stock. The transaction is not 
taxable.* In addition, the basis of the prop- 
erty of Y is $10,000,° and X takes the same 
basis for the stock.” After several years 
of successful operations and reinvestment of 
profits Y has assets which cost it $50,000. 
X decides to liquidate Y, that is, to exchange 
its stock for Y’s assets. No gain is recog- 
nized.” In addition, X takes over Y’s basis 
of the assets received.” Thus X exchanges 
stock with a $10,000 basis for assets with 
a $50,000 basis, obtaining the stepped-up 
basis for the assets received without paying 
or ever having to pay tax on the $40,000 
gain. That is the effect of the present Section 
113(a) (15), as compared with its predecessor 
section, which was found to administratively 
unfeasible. It is this incongruity which Mark 
Johnson has designated as a “loophole.” ™ 


If, in the above illustration, Y operated at 
a loss, so that it has assets with a basis of 
only $5,000,% the loss is not recognized in 
the liquidation.” Also, X takes over the 
$5,000 basis of the assets received, instead 
of the $10,000 basis of the stock redeemed.” 
Thus X receives a reduced basis for the 
assets received without ever receiving a tax 
deduction for the loss represented thereby. 
It is this incongruity which Mr. Johnson 
alludes to as a “trap.” Thus the non-recog- 
nition provision of Section 112(b)(6), being 
mated with the basis. provision of Section 
113(a)(15), can have the effect of a blessing 
or an evil, depending upon the particular 
facts. 

ST. R. C. Section 112(b) (5). 

®T. R. c. Section 113(a)(8). 

0 T, R. C. Section 113(a)(6). 

17. R. C. Section 112(b) (6). 

27. R. C. Section 113(a) (15). 


13 Mark Johnson, ‘‘Tax-free L‘quidation: Loop- 
hole and Trap,’”’ 15 TAXES 3 (January, 1937). 


1* And also a ‘‘deficit’’ of $5,000. 
6% JT, R. C. Section 112(b)(6). 
1% T. R. C. Section 113(a) (15). 


17 Mark Johnson, op. cit. A more current ap- 
plication of this problem is as follows: As a 
result of the inflationary situation, assets of 
corporations have highly appreciated in value. 
Also, for tax reasons stockholders of close cor- 
porations will not permit the corporation to 
realize the gain on the assets by a direct sale. 
Instead they will negotiate only for the sale of 
their stock. Thus, to get the assets in question, 
another corporation would have to buy the stock 
rather than the assets; and on liquidation the 
purchasing corporation could take over the as- 
sets only at the basis they have in the hands of 
the acquired company. 
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Conditions for 
Application of Section 


Section 112(b)(6) expressly provides that 
it shall apply “only if” specified conditions 
exist. For example, the parent corporation 
must, from “the date of the adoption of the 
plan of liquidation until the recefpt 
of the property,” own at least eighty per 
cent of the stock of the subsidiary;* and 
it may not dispose of any of the subsidiary’s 
stock during the liquidation.” Other require- 
ments are also specifically. set forth.” The 
question which arises, then, is whether a 
corporation owning stock in a subsidiary 
may use Section 112(b)(6) as a “loophole” 
or avoid it as a “trap” by complying or 
failing to comply with the specific require- 
ments which it sets forth. For example, sup- 
pose X Corporation owns seventy per cent 
of the stock of Y Corporation. Y has a large 
profit and liquidation is desired. X wants 
to obtain the larger basis of Y’s assets, but 
does not wish to have any taxable gain 
recognized to X. X achieves this result by 
acquiring an additional twenty per cent of 
Y’s stock and then liquidating Y under 
Section 112(b)(6)." Is this permissible? Or, 
suppose that X owns 100 per cent of the 
stock of Y, which has been operating at a 
loss. X desires to liquidate Y, but also 
wishes to get a tax loss on the liquidation.” 
May X, during the liquidation, purposely 
sell some of its stock to an outsider™ so 
as to realize a deductible loss? In other 
words, is Section 112(b)(6) an “elective” 
section? Can a corporation buy its way into 
it or sell its way out of it, depending upon 
whether the corporation desires to use the 
section as a “loophole” or to avoid it as 
a “trap? 

It is well established that a taxpayer may 
“so arrange his affairs that his taxes shall 
be as low as possible; he is not bound to 
choose that pattern which will best pay the 
Treasury; there is not even a patriotic duty 


ST. R. C. Section 112(b) (6) (A). 

" T, R. C. Section 112(b) (6) (A). 

°T, R. C. Section 112(b)(6)(B)(C)(D). 

71 Thus no gain is recognized, and the basis 
provisions of Section 113(a)(15) automatically 
apply. 

22 Under Section 112(b)(6) the loss would not 
be recognized, and the application of Section 
113(a)(15) would give to X the lower basis of 
the assets in Y’s hands. Thus X would never 
get a tax deduction for the loss. 

*>Thereby excluding itself from the applica- 
tion of Section 112(b)(6), by failing to comply 
with the requirement of Section 112(b)(6)(A) 
that none of the stock shall be disposed of 
during the liquidation. 
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to increase one’s taxes.“ Of course, it is 
basic that the transactions by which the 
taxpayer seeks to reduce its taxes must not 
be illusory.” On the other hand, if the steps 
which are taken are real, their tax conse- 
quences will be respected.* Thus, it was 
the opinion of leading tax authorities that 
the transactions in question were proper.” 
In other words, in this situation the taxpayer 
occupies the “driver’s seat” * and may steer 
its way into or out of Section 112(b)(6) by 
the purchase or disposition of stock in its 
subsidiary.” 


Although this was the opinion of leading 
tax authorities, the growing tendency of the 
government to attack various tax avoidance 
transactions gave many practitioners grave 
concern. For example, could a corporation 
avoid the application of Section 112(b)(6) * 
by merely disposing of one per cent of its 
stock interest during the liquidation? Under 
the section the answer would clearly be in 
the affirmative. Yet practitioners feared, in 
view of the government’s aggressive policy 
to attack all types of tax avoidance trans- 
actions, that the proposed transaction might 
be vulnerable because of its bald tax-saving 
motive. 


Test Cases 


Until 1942 there were no decided cases 
on this subject. But on June 4, 1942, the 
first bit of authority appeared in the Metal 
Office Furniture Company™ case. The peti- 
tioner owned seventy-five and one-half per cent 
of the stock of X Corporation. To effect a tax- 





4U, S. v. Isham, 84 U. S. 728 (1873); Bullen 
v. State of Wisconsin, 240 U. S. 625 (1916). 

°° Gregory v. Helvering, 293 U. S. 465 (1935) 
[35-1 ustc § 9043]. 

2% Chisholm v. Commissioner, 79 F. (2d) 14 
(CCA-2, 1935) [35-2 ustc § 9493]; cert. den. 296 
U. S. 641 (1935); Morsman v. Commissioner, 90 
F. (2d) 18 (CCA-8, 1937) [37-1 ustc { 9277]; 
W. P. Hobby v. Commissioner, 2 TC 980 (1943) 
[CCH Dec. 13,581], A. I. R. B. 1944-3-11624; 
S. D. Beard v. Commissioner, 4 TC 75 (1945) 
{CCH Dec. 14,379], A. I. R. B. 1945-8-12015. 

7 J. J. Klein, ‘‘Liquidations Under the Reve- 
nue Act of 1936,’’ 14 TAXES 648 (November, 
1936); N. Darrell, ‘‘Corporate Liquidations and 
the Federal Income Tax,’’ 89 Pennsylvania Law 
Review 907, 927 (footnote 105) (1941). 

2 J. S. Seidman, ‘‘Some Problems Emerging 
From ‘Tax-Free Intercorporate Liquidations 
Under the 1936 Federal Income Tax Act,’’ 6 
Brooklyn Law Review 199 (December, 1936). 

2 It is submitted that the principle involved 
applies to every section of the tax law. 


%° To get a deductible loss upon the liquidation. 


31 BTA memo. op., Dkt. 100, 184, June 4, 1942 
[CCH Dec. 12,554-E]. 
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free liquidation under Section 112(b) (6), the 
petitioner acquired the other twenty-four and 
one-half per cent of the stock outstanding.” It 
made the purchase in October, 1936, and liqui- 
dated on December 23, 1936. Although the 
Commissioner was aware of the petitioner’s 
motive in making this acquisition, he did not 
argue that anything was improper about the 
transaction. The only issue in the case was 
whether the acquisition had in fact been 
made in October, 1936. The Board deter- 
mined that question in favor of the taxpayer 
and held the liquidation to be tax-free. Al- 
though this case is not direct authority for 
the proposition, it does imply that a taxpayer 
can buy its way into Section 112(b) (6). 


But could a taxpayer also sell its way out 
of the section? An affirmative answer to this 
question would also bear out the implicit 
holding of the Metal Office case. 


On July 27, 1944, the Tax Court decided 
the case of Day & Zimmerman, Inc.™ Inso- 
far as the matter in question was concerned, 
the decision was rather innocuous. But an 
interesting series of judicial developments 
resulted in a direct decision on the point. 
The taxpayer controlled A and B Corpora- 
tions. The subsidiaries were losing proposi- 
tions, so the taxpayer decided to liquidate 
them and take the loss on liquidation. The 
loss was then fully deductible for federal 
income tax purposes.“ The taxpayer was 
advised, however, that under Section 112(b) 
(6) the loss would not be recognized, and 
that it could avoid that section by reducing 
its stock holdings in the subsidiaries to less 
than eighty per cent. It acted accordingly, 
disposing of a sufficient amount of stock 
“by a bona fide sale and closed transaction” 
to reduce its holdings “to an amount... 
less than the eighty per cent specified in said 
section.” It then caused the liquidation of 
the two corporations and claimed as a deduc- 


32 Since Section 112(b)(6) requires only eighty 
per cent control, for this purpose petitioner need 
have acquired only an additional four and one- 
half percent of the outstanding stock. 


33 Day & Zimmerman, Inc. v. Commissioner, 
TC memo. op., Dkt. 210, July 27, 1944 [CCH 
Dec. 14,066(M)]. 

*% Section 117(d), Internal Revenue Code, 1940. 
Today such a loss is a capital loss. I. R. C. 
Sections 117(a)(1) and 115(c). It is deductible 
only against capital gains (I. R. C. Section 
117(d)(1)) and the unused part of the loss may 
be carried forward as a capital loss for the next 
five (5) consecutive years. I. R. C. Section 
117(e). On the other hand, under Section 23(g) 
the complete worthlessness of the stock of an 
‘“‘affiliate’’ results in an ordinary loss. Thus, 
when a liquidation is effected the value of the 
subsidiary’s stock should be considered. If it 
is worthless the loss is fully deductible. Sec- 
tion 112(b)(6) would not apply even though the 


868 


tion the resulting loss. The Commissioner 
disallowed the deductions on the ground 
“that the sale of stock . . . served no busi- 
ness purpose in that its only reason was 
to avoid the provisions of Section 112(b) (6) 
and that therefore it should not be recog- 
nized.” The Tax Court did not pass upon 
that question, however, because it decided 
that in either event Section 112(b)(6) did 
not apply; that it “was intended to cover 
situations in which a corporation receives 
property, not money, in complete liquidation 
of another corporation, and that loss is 
recognizable when sustained by a corpora- 
tion which owned all of the stock of another 
corporation and on liquidation received for 
such stock money only.” 


Is Money Property? 


Subsequent to this decision, the position 
of the Tax Court was reversed by the Sixth 
Circuit in another case,” where it was held 
that “money” is “property” within the mean- 
ing of Section 112(b)(6). The position of 
the Sixth Circuit was, in effect, that that 
section applies to the liquidation of a wholly 
owned subsidiary even though only cash is 
received in the liquidation, unless the section 
is rendered inapplicable for some other 
reason. 


Meanwhile, Day & Zimmerman, Inc. was 
being appealed to the Third Circuit Court. 
That court apparently agreed with the Sixth 
Circuit that “money” is “property” for the 
purpose of Section 112(b)(6), affirming the 
decision of the Tax Court that Section 112 
(b)(6) did not apply, but looking for differ- 
ent grounds on which to base its affrmance. 
It based its decision on the ground that the 
taxpayer did not own the requisite eighty 
per cent stock interest. 


parent has complete control (100 per cent own- 
ership) of the subsidiary, the liquidation being 
considered as a mere payment of creditors. 
H. G. Hill Stores, Inc., 44 BTA 1182 (1941) [CCH 
Dec. 12,028], A. 1942-2 CB 9; Glenmore Distil- 
leries Company, Inc., 47 BTA 213 (1942) [CCH 
Dec. 12,569], A. 1942-2 CB 8; Sturtevant Com- 
pany, 47 BTA 464 (1942) [CCH Dec. 12,807], A. 
1942-2 CB 17. Nor would it make any difference 
that the parent corporation is both the sole 
stockholder and the major creditor of the subsid- 
iary. In such case the parent corporation would 
also have realized a fully deductible bad debt. 
H. G. Hill Stores, Inc., supra; Glenmore Dis- 
tilleries Company, Inc., supra; Sturtevant Com- 
pany, supra. 

3% T'ri-Lakes Steamship Company v. Commis- 
sioner, 146 F. (2d) 970 (CCA-6; January 22, 
1945) [45-1 usre J 9145]. 

%151 F. (2d) 517, September 25, 
ustc J 9403]. 


1945 [45-2 
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The Commissioner argued that the sale 
in question should be disregarded because it 
was intended only to avoid Section 112(b) (6), 
and that therefore the taxpayer should be re- 
garded as owning the stock sold for the 
purpose of determining the application of 
Section 112(b)(6). But the Circuit Court 
held that the sale in question was legitimate, 
and that, therefore, the taxpayer did not 
own the eighty per cent stock interest requisite 
for Section 112(b)(6) to apply. Thus the 
loss on liquidation should be recognized and 
the decision of the Tax Court affirmed. Ap- 
parently the Circuit Court was unconcerned 
about the fact that the sale was motivated 
for tax purposes, as long as it was legitimate 
and complete. 


Evaluation of Rule 


We see, then, that under the present state 
of the law Section 112(b)(6) is really an 
“elective” section, and a taxpayer can buy 
its way into it or sell its way out of it, 
whichever is to its best advantage. Actually 








the rule is a fair one. Where the taxpayer 
desires to avoid the application of the section, 
as explained previously, it is generally for 
the purpose of avoiding the inequity of losing 
forever the deduction for the loss sustained 
on the liquidation. It is only where a tax- 
payer buys its way into the section that the 
government may lose the tax on the gain 
which results from the liquidation.” This 
loss, however, is not very great. First, the 
government does collect tax on the gain 
represented by the newly acquired shares 
of the taxpayer. The tax is on the gain of 
the vendor of the shares.* Second, the rev- 
enue which is lost cannot be too great in 
view of the twenty-five per cent alternative 
tax on long-term capital gains.” Third, it 
is unlikely that the liquidation of a success- 
ful corporation would be undertaken merely 
for the purpose in question. Finally, what- 
ever loss the government may suffer is more 
than compensated for by the administrative 
convenience of not having to cope with valu- 
ation problems whenever the liquidation of a 


subsidiary occurs. [The End] 





31 There is a situation, beyond the scope of 
this article, in which taxpayers bought up 
dormant corporations for the purpose of liquid- 
ating them under Section 112(b)(6) and getting 
their basis for the assets received in liquidation. 
The assets had a basis far in excess of the cost 
of the stock. The only purpose of the parent 
corporation was to get a deductible loss on the 
sale of the assets, or to get their basis for de- 
preciation. For example, the dormant corpora- 
tion might have assets worth $10,000 but with 
a basis of $100,000. Thus, by paying $10,000 
for the stock, then liquidating, and then selling 
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ST. LOUIS NET EARNINGS TAX 
An ordinance of the City of St. Louis, approved by the Mayor on July 18, 


the assets for $10,000, the parent corporation 
gets a $90,000 ordinary tax loss. It is believed 
that such transactions are vulnerable under 
Gregory v. Helvering, supra; J. D. and A. B. 
Spreckels Company, 41 BTA 370 (1940) [CCH 
Dec. 11,002]: and I. R. C. Section 129. In this 
respect, see D. B. Chase, ‘‘An Analysis of Sec- 
tion 129 of the Internal Revenue Code,’’ 30 
Cornell Law Quarterly 421 (1945). 

38 That is, the vendor would get a price which 
reflected the appreciated value of the stock. 

% The liquidation of the corporation would 
result in such a gain. 


1946, and operative after July 31, 1946, imposes a tax of %4 of 1% on salaries, 
wages, commissions and other compensation earned by residents of the City or 
by non-residents of the City from work or services performed in the City; on net 
profits earned by associations, businesses or other activities performed by resi- 
dents or by non-residents on activities conducted in the City; and on that portion 
of net profits earned by all corporations as a result of work done or services 
performed and business conducted in the City. 


Employers are required to withhold the tax and make return on the 15th day 
of April, July, October and January. The first return, due October 15, 1946, is 


for the two preceding calendar months. 


All other taxpayers file on or before 


March 15th of each year or within 75 days after the end of the fiscal year if on a 
fiscal year basis. Persons receiving only salaries, wages or other compensation 


Property Received in Liquidation 


on which the tax has been withheld are not required to file a return. 
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The article will appear in the forthcoming book, “Proceedings of 
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RECENT MONOGRAPH which ap- 
‘\ = 6parently is dedicated to a_ solvent 
America or, depending upon one’s point of 
view, to certain solvent Americans, wistfully 
recommends that the federal government 
abandon the estate and gift taxes to the 
states.’ Naturally, this worn-out suggestion 
echoes the old refrain that only the states 
are really entitled to gather these taxes.” 
Probably you have all seen or heard the 
nostalgic lyrics which perhaps prove that 
anything can be made to sound logical.’ 
The federal government, we have been told 
again and again, is an interloper in the field 
of death taxes because wealth is trans- 
ferred under the auspices of local law. For 
reasons which are understandable, those 
who abhor federal estate and gift taxes are 
often fervently enamored of a federal sales 
tax, although state law governs all kinds of 
transfers, whether or not the recipient has 
to pay for what he receives. Moreover, 
as long ago as 1900 the Supreme Court 
rejected the naive notion behind the anti- 
quated recommendation when some _ tax- 
payer supposed, on the advice of counsel, 
that the Constitution was similarly naive.* 
I assume that Congress will wisely continue 
to impose estate and gift taxes as it should. 
Our primary problem, therefore, is to seek 
out the principles which should govern their 
collection. In turning to the pursuit of prin- 
ciple, I must confess that at least some of 
my observations are made with the com- 
plete assurance that they have been made 
before. 

1Committee on Postwar Tax Policy, A Tax 
Program for a Solvent America (1945), pp. 
133-36. 

2 The same monograph advances other reasons 
to sustain this suggestion which have been heard 
before and seem equally unconvincing. 

3Cf. Holmes, Collected Legal Papers (1920), 
p. 181. 

+ Knowlton v. Moore, 178 U. S. 41, 57 (1900). 
See also New York Trust Company v. Eisner, 
256 U. S. 345, 348 (1921) [1 ustc § 49]. 

5See Eisenstein, ‘‘Are We Ready for Estate 
and Gift Tax Revision?’’ (1945) 23 TAXES 316. 
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Background of Estate and 
Gift Taxes 


At present two separate taxes are im- 
posed on the disposition of property: an 
estate tax, initially enacted in 1916, and a 
gift tax, running back to 1932. In large 
measure the gift tax was designed to pro- 
tect the estate tax from the ravages of 
avoidance.’ While the estate tax embraces 
a variety of imter-vivos gifts, it does not 
embrace all. Hence, the gift tax finally 
appeared in order to catch those which 
elude the estate tax. To quote from au- 
thoritative sources, “the design is to impose 
a tax which measurably approaches the 
estate tax which would have been payable 
on the donor’s death had the gifts not been 
made and the property given had consti- 
tuted his estate at his death. The tax will 
reach gifts not reached, for one reason or 
another, by the estate tax.”* This venture 
in fiscal cooperation is, of course, com- 
mendable; but unfortunately, the two taxes 
do not practice what the Congressional 
committee reports preach. The gift tax does 
not neutralize the desire to avoid estate tax; 
the gift tax is essentially a cut-rate outlet 
for taxpayers who are willing to dispose of 
their property before death deprives them 
of it. In short, prospective decedents are 
informed that if they will make a virtue of 
necessity and be generous now rather than 
later when they must be generous, they will 
be rewarded -by a handsome discount in 
transfer taxes. 


Discounts in Transfer Taxes 


Several well-known reasons are respon- 
sible for this state of affairs. In the first 


6’ See Paul, Federal Estate and Gift Taxation 
(1942), Sections 15.02, 15.04. 

7H. R. Report No. 708, 72d Congress, 1st 
Session (1932), p. 28; Senate Report No. 665, 
72d Congress, ist Session (1932), p. 40. 

8 See Eisenstein, op. cit. 
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place, each tax has its own exemption— 
$30,000 for the gift tax and $60,000 for the 
estate tax. Hence at least $30,000 which is 
eligible for tax at death may be given away 


tax-free during life. Furthermore, during 
each calendar year our prospective decedent 
may pay $3,000 to each of any number of 
donees without paying anything to the 
government. As a result, he may easily 
dispose of a tidy sum over a period of years, 
free from any annoyance or irritation by 
the gift tax. Second, the gift tax rate in a 
particular bracket is but seventy-five per 
cent of the estate tax rate in the same 
bracket, further encouraging transfers be- 
fore death. Third, since the estate tax base 
and the gift tax base are completely separate 
entities, a gift generally removes property 
from the highest applicable estate tax bracket 
to a far lower gift tax bracket. Fourth, the 
estate tax is measured by a base which in- 
cludes the sum payable as estate tax, while 
the gift tax is measured by a base which is 
confined to the net property transferred. 
Finally, as if our dual system of estate and 
gift taxation were not enough, the income 
tax intervenes to increase the rewards of 
avoidance; for a comparatively small gift 
tax is frequently all that need be paid in 
order to forestall a high surtax on the in- 
come from transferred property. 


Obviously, under our existing estate and 
eift tax laws two individuals may transfer 
similar amounts of property and incur dis- 
similar tax burdens. For example, suppose 
A, the proud possessor of $3,000,000, places 
$1,000,000 in trust during his life and dis- 
poses of his remaining assets at death, while 
B retains his $3,000,000 until the inevitable 
comes to pass. Assuming A’s attorney 
avoids such pitfalls as the Hallock case,® A’s 
transfers produce a total tax of about 
$856,000, in contrast with a burden of about 
$1,231,000 produced by B’s death. I detect 
no adequate reason why the estate and gift 
tax laws should discriminate in this fashion. 
He who is wise and sophisticated may pay 
substantially less than he who is uninformed 
and innocent.’ I am not yet convinced that 
the tax laws should frankly penalize a tax- 
payer who fails to ask an attorney how to 
pay as little as possible. 


Integration 


If we are to attack the present system of 
discrimination, the most appropriate means 
at hand is an integration of the estate and 





® Helvering v. Hallock, 309 U. S. 
{40-1 ustc § 9208]. 
May 2, 1946. 


106 (1940) 
See T. D. 5512, promulgated 
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gift taxes. Undoubtedly you are familiar 
with the essentials of integration.” All gifts 
completed during life would be cumulated 
and taxed as under the present gift tax 
statute. The dispositions at death would be 
considered the final transfers and would be 
aggregated with the decedent’s previous 
gifts to determine the rate of tax payable 
at death. However, integration is not so 
simple as it sounds. For example, nice 
difficulties are confronted in deciding whether 
certain dispositions initiated during life 
should be deemed complete before death or 
at death. The date of completion is admin- 
istratively significant in determining the 
moment of valuation as well as the moment 
when the statute of limitation begins to run. 
Again, how should the new rules react to 
dispositions already made? A dogma which 
is very fashionable these days sternly in- 
sists that new rules of the game should 
never disturb those who rested their hopes 
on the old rules, whether the old rules were 
wise or foolish. Apparently the power to 
tax is not the power to disappoint.“ These 
examples and others warn us that a num- 
ber of complex problems will have to be 
solved, and that no matter what the answers 
will eventually be, no one will be completely 
satisfied. Yet integration cannot help but 
simplify tax life once the present system of 
discrimination is brought to an end. Inte- 
gration would permit us to be less learned 
than we are at present. Instead of the two 
sets of transfer rules now contained in the 
estate and gift tax statutes, only one set 
would have to be mastered. 


Transfers Before and After Death 


Although integration is frequently recom- 
mended as a means of taxing all transferors 
alike, an integrated transfer tax would prob- 
ably fail to assure a complete equivalence 
between transfers before death and trans- 
fers at death. As I have already noted, a 
difference in burden which may be very 
substantial is bound to remain as long as 
the transfer tax on gifts completed before 
death is not measured by a base which in- 
cludes the amount paid as transfer tax. 


A formula might be devised to overcome 
the discrepancy, but I am confident that our 
present Congress would not be interested 


1 For a list of references to recent writings on 
integration, see 1 Paul, Supplement to Federal 
Estate and Gift Taxation (1946), Sections 1.12, 
n.. 50; 

11 See Eisenstein, ‘‘Another Glance at the Hal- 
lock Problem’’ (1946), 1 Tax Law Review, 430, 
438. 
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in the formula even if it evinced a sustained 
interest in integration as such. However, 
we might undermine the disparity by deny- 
ing any exemption for gifts made prior to 
death. The customary purpose of a per- 
sonal exemption is to safeguard some 
standard of living, or to protect dependents 
whose support is impaired by a death in the 
family, or, finally, to serve some adminis- 
trative necessity. None of these purposes is 
particularly relevant here. One who is will- 
ing to give may adjust the size of the gift 
in accordance with his personal require- 
ments. The appropriate support of depend- 
ents is not impaired materially, especially 
since gifts normally move within the imme- 
diate family circle. Nor is any serious 
administrative problem provoked if the ex- 
emption for gifts is eliminated; the annual 
exclusion, now $3,000 per donee, easily 
takes care of small and casual gifts which 
are beneath official notice. The only exemp- 
tion required under an integrated transfer 
tax is an exemption at death. 


Trusts 


The next subject on my brief agenda is 
the trust device, one of the superb master- 
pieces of the law. It enables us to open that 
substantial bundle of rights which we com- 
monly call “ownership” and to rearrange 
the contents within and without the bundle. 
And in rearranging the contents we may say 
a good deal and give very little.” Even if 
more than a little is given, enough may be 
retained to ease the burden of generosity. 
Hence our reconstructed Supreme Court 
has washed the trust device with Mr. Justice 
Holmes’ “cynical acid’** in determining 
who should be taxed and what the tax 
should be. I fully realize, as Professor Gris- 
wold has emphasized,“ that trusts have not 
been wholeheartedly devoted to the single 
mission of tax avoidance. But we should 
not blind ourselves to what stares us in the 
face. Innumerable trusts are no more than 
technically elegant schemes for distorting 
tax liabilities” and I see no cause for com- 
plaint if the government refuses to bless the 
distortion. 


One aspect of trusts is, I think, especially 
significant. If our old friend A bequeaths 
his property to PB and B thereafter bequeaths 


122 See, e. g., Helvering v. Clifford, 309 U. S. 331 
(1940) [40-1 ustc ] 9265]. 

12 See Holmes, op. cit., p. 174. 

44See Griswold, ‘‘Coordinating Federal In- 
come, Estate and Gift Taxes’ (1944), 22 
TAXES 6. 

1% Cf. Griffiths v. Commissioner, 308 U. S. 355, 
357 (1939) [40-1 ustc {J 9123]. 
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the property to C, the government collects 
an estate tax when A dies and another estate 
tax when B dies. If, however, A bequeaths 
his property in trust so that B receives the 
income for life.and C is given the remainder, 
the government collects a tax when A dies 
but collects nothing when B dies. This 
difference in consequences is no less than an 
obvious invitation to circumvent the estate 
tax. Regardless of whether an inheritance 
blesses him who bequeaths or him who re- 
ceives,* I cannot understand why the gov- 
ernment’s toll should be affected because C 
happened to obtain possession and enjoy- 
ment as a remainderman under A’s trust 
rather than as a beneficiary under B’s will. 


English Estate Duty 


What can we do about the present dis- 
crimination against property which is not 
placed in trust? Without delving into de- 
tails, I think the best answer is to be found 
in the English estate duty.” In 1914, and 
therefore two years before our own inade- 
quate estate tax was born, Parliament pro- 
vided that upon a life tenant’s death the 
trust property be included in his taxable 
assets just as if he had been the outright 
owner of the property.* Hence, to return 
to our previous example, the death duties 
attach to the property upon the deaths of A 
and B, whether or not A is advised to use 
a trust. The governing concept of liability 
is that the estate duty should step in when- 
ever enjoyment of property shifts from one 
person to another. Admittedly the English 
system is troubled by certain complications 
which still await solution,” but it is not easy 
to wage war on legal inventiveness. At least 
much is to be learned from the British estate 
duly in handling estate tax avoidance 
through the life estate-remainder sequence 
of disposition. Moreover, in applying what 
we learn we would make a significant stride 
toward the ideal that the choice of a trust or 


1% See Message of President Franklin D. 
Roosevelt, H. R. Report No. 1681, 74th Congress, 
Ist Session (1935), p. 2; Senate Report No. 1240, 
74th Congress, 1st Session (1935), p. 2. 

7Cf. Mills, ‘‘Transfers from Life Tenant to 
Remainderman in Relation to the Federal Estate 
Tax’”’ (1941), 19 TAXES 195; Eisenstein, ‘‘Powers 
of Appointment and Estate Taxes: II’’ (1943), 
52 Yale Law Journal 494, 552-53, and ‘‘Are We 
Ready for Estate and Gift Tax Revision?’ 
(1945), 23 TAXES 316, 318, 323. 

18See Dymond, Death Duties (9th ed., 1942), 
p. 9 et seq. 

19For example, difficulties are created by a 
trust empowering the trustee to distribute in- 
come within a small class of beneficiaries, none 
of whom is absolutely entitled to any share of 
the income. 
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outright gift should not be determined by 
tax considerations. 

Is the English system of treating trusts 
compatible with our Constitution? Not every- 
thing which is considered civilized behavior 
in England is necessarily respectable here. 
We may expect the following argument to 
be made: Congress cannot include the en- 
tire value of property in the life tenant’s gross 
estate because he never fully owns the prop- 
erty in his lifetime. In other words, to con- 
tinue the anticipated contention, the estate 
tax would be measured by a value which ex- 
ceeds the benefits ever enjoyed by the life 
tenant. Assuming the Supreme Court does 
not forsake its present understanding of the 
Constitution, I think we may safely conclude 
that the Constitution will not be outraged 
by the adoption of the English system. 


Frankfurter’s Opinion 


The Supreme Court has already decided 
that the Constitution is more heartless than 
the English treatment of trust property 
would require it to be. According to the 
Court, a mere testamentary power in a 
decedent to appoint property within a very 
narrow class of potential beneficiaries is 
enough to place the entire value of the prop- 
erty in the decedent’s gross estate, regard- 
less of whether the decedent once owned or 
even enjoyed the property.” In this con- 
nection Mr. Justice Frankfurter’s opinion 
makes several observations which are ex- 
tremely pertinent.” We are informed that 
the estate tax “is not confined to that kind 
of wealth which was, in colloquial language, 
‘owned’ by a decedent before death, nor 
even to that over which he had an unre- 
stricted testamentary power of disposition. 
It is enough that one person acquires eco- 
nomic interests in property through the death 
of another person, even though such acquisi- 
tion is in part the automatic consequence of 
death or related to the decedent because of 
his power to designate to whom and in what 
proportions among a restricted class the 
benefits shall fall.” At another point the 
Justice adds that a person “may by his death 
bring into being greater interests in prop- 
erty than he himself has ever enjoyed,” and 
the “advantages thus realized’ may be 
turned “into a source of revenue.” 


2” Whitney v. State Tax Commission, 309 U. S. 
530 (1940). The decedent in this case was a life 
tenant, but the decision did not rely on his 
status as tenant. 

217d. at 538, 539. The justice’s opinion deals 
with a state death tax, but his observations are 
equally relevant to the federal estate tax. Cf. 
Central Hanover Bank & Trust Company, 319 
U.S. 94, 98 (1943). 
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Community Property 


Mr. Justice Frankfurter’s opinion was re- 
cently reinforced when the Court disposed 
of the constitutional mythology which has 
enveloped community property.” Several 
principles were carefully underscored in the 
process.” In the first place, the estate tax 
may reach the “acquisition” or “relinguish- 
ment” through death of “any power or legal 
privilege which is incident to the ownership 
of property.” In the second place, it is 
“the shifting at death of the incidents of the 
property, regardless of origin, which is the 
subject of the tax.” Finally, since the estate 
tax is imposed on “the surrender of old inci- 


‘dents of property by the decedent and the 


acquisition of new by the survivor,” the tax 
is “appropriately measured by the value of 
the property to which these incidents at- 
tach.” If I am correct in believing that the 
Court’s observations are not confined to 
community property and that the enjoyment 
of a life estate is a “legal privilege” incident 
to ownership, these statements of principle 
easily embrace a life estate-remainder ar- 
rangement. 


I turn now to the question of correlation 
or coordination—a subject which has con- 
siderably agitated the tax bar in the last few 
years. In speaking of correlation or coordi- 
nation, I have in mind a wholesale revision 
of the estate, gift and income taxes so that 
all three taxes would be completely har- 
monious in their treatment of gifts.* Specific- 
ally, if a taxpayer made a transfer prior to 
death, he would not be subject to gift tax as 
long as he remained liable for income tax on 
the income from the property; if he were 
still subject to income tax at death, the prop- 
erty would be included in his gross estate; 
and if he transferred the property suff- 
ciently to relieve himself of the income tax, 
he would pay a gift tax and the property 
would not be subject to estate tax. As the 
three taxes are now constructed, a donor 
may pay a gift tax and remain liable for 
income tax.” He may pay a gift tax and re- 
main liable for estate tax. He may continue 
subject to income tax and rid himself of the 
estate tax. He may continue subject to 
estate tax and rid himself of the income 


22 Fernandez v. Wiener, 66 S. Ct. 178 (1945) 
[45-2 uste f 10,239]. 

23 Id. at 184, 187, 188. 

24See Griswold, ‘‘A Plan for the Coordination 
of the Income, Estate, and Gift Tax Provisions 
with Respect to Trusts and Other Transfers’’ 
(1943), 56 Harvard Law Review 337. 

% See, e. g., 2 Paul, Federal Estate and Gift 
Taxation (1942), Sections 17.11. 

26 See id., Sections 17.09. 
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tax.” At least one decision discloses that 
he may escape from the income tax without 
paying a gift tax.* 


The lack of a tidier relationship among 
the three taxes is substantial evidence that 
things are not as they should be. By and 
large, consistency in tax incidence is highly 
desirable. And to the extent that correla- 
tion is desirable, the income tax should be 
coordinated with an integrated transfer tax 
rather than the existing estate and gift taxes. 
The absence of fiscal harmony should not 
obscure the deficiencies of the estate and gift 
taxes apart from income tax. 


3ut before we fondly embrace a corre- 
lated system of taxation, we might temper 
our enthusiasm with reservations. Love at 
first sight may turn out to be quite deceptive. 
The concept of correlation, I gather, looks 
toward a sharply articulated group of rules 
which would notify the donor that once he 
has surrendered a certain number of rights 
contained in the bundle of ownership, he 
pays a gift tax and is henceforth free of in- 
come and estate taxes. On the other hand, 
until that surrender takes place he is tax- 
able on the income from the property, which 
is also subject to estate tax at his death. 
Now this plan of liability presupposes that 
the income and estate taxes have so much 
in common that the same rules should de- 
termine the applicability of each. But are 
we not taking too much for granted? 


For example, a donor creates a trust pro- 
viding that the income is to be paid to his 
wife, that she is to receive the principal at 
his death, but that the property is to return 
to him if the wife dies first. As the Hallock 
decision ™ indicates, the transfer of the re- 
mainder interest to the wife is appropriately 
taxed at the husband’s death. The fruition 
of her possession and enjoyment of the in- 
terest is suspended until the occurrence of 
that event. However, should the wife’s in- 
come be taxed to the husband? Or to pur- 
sue another example, suppose our donor 
provides that the income is to be paid to 
his wife for her life and that the remainder 
is to pass to the donor’s two children in 
such shares as he may appoint by will. Here 
again the inclusion of the remainder in the 
donor’s gross estate is appropriate.” But 


27 See id., Sections 7.02, 17.03. 


28 Compare Estate of Sanford v. Commissioner, 
30s U. S. 39 (1939) [39-2 ustc {§ 9745] and 
Regulations 108, Section 86.3, with Hawkins v. 
Commissioner, (CCA-5, 1945) 152 F. (2d) 221 
[46-1 ustc § 9110]. But see Regulations 111. 
Section 29.22 (a)-21 (d), added by T. D. 5488 
on December 29, 1945. 


2» Helvering v. Hallock, supra. 


should the income from the property be at- 
tributed to him? I raise these questions to 
emphasize not that correlation should be 
forgotten, but that correlation will require 
us to pay a price in strange results for the 
sake of an over-all symmetry.” 


Another aspect of correlation bears close 
watching. Hope springs eternal that we can 
frame a completely closed system of income, 
estate and gift tax rules, which will readily 
reveal the consequences to be expected 
under all three taxes. This kind of cer- 
tainty, I am sure, is beyond our grasp in 
this world. If I may adapt an admonition 
in the Bible, ““We shall seek but never find.” 
But more important, some measure of 
statutory uncertainty is far too valuable to 
discard.” As long as the artful tax avoider 
moves nimbly among the rules of the game, 
the Commissioner and the courts should be 
free to adjust them as occasion demands. 
Decisions like those which disregard cor- 
porations ™ or partnerships™ in tax avoid- 
ance amply indicate that we do not always 
deserve to know what is in store for us. 
Tax law should treasure its dark corners so 
that some taxpayers may stub their toes. 
Finally, a closed system of correlation may 
encourage us to forget that tax law dare not 
remain static, and that the Commissioner 
and the courts must function dynamically 
though the results be painful at times.” In 
the felicitous words of Roscoe Pound,.™ who 
sometimes overlooks what he says,” “Law 
must be stable, and yet it cannot stand still.” 


[The End] 


*® See I. R. C., Section 811 (d); 1 Paul, Federal 
Estate and Gift Taxation (1942), Sections 7.09. 

31See Eisenstein, ‘‘Are We Ready for Estate 
and Gift Tax Revision ?”’ loc. cit. 

It does not follow that we should willingly 
or otherwise make a fetish of uncertainty. See 
Eisenstein, ‘‘Some Iconoclastic Reflections on 
Tax Administration’ (1945), 58 Harvard Law 
Review 477, 503. Generally speaking, the Treas- 
ury should strive to attain as much certainty as 
possible without playing into the hands of 
avoiders. And even avoiders may at times be 
given an unpalatable certainty. 

33 See, e. g., Griffiths v. Commissioner, supra; 
Higgins v. Smith, 308 U. S. 473 (1940) [40-1 ust 
§ 9160]. 

3 See, e. g., Commissioner v. Tower, 66 S. Ct. 
532 (1946) [46-1 ustc 7 9189]; Lusthaus v. Com- 
missioner, 66 S. Ct. 539 (1946) [46-1 ustc § 9190]: 
and discussion in Paul, ‘‘Partnership in Tax 
Avoidance’ (1945), 13 George Washington Law 
Review 121; Miller, ‘‘Husband-and-Wife Part- 
nerships’’ (1946), 1 Tax Law Review 450. 

% Needless to emphasize, I am not suggesting 
that the courts and the Treasury should do as 
they please. See Eisenstein, ‘‘Some Iconoclastic 
Reflections on Tax Administration’’ loc. cit. 

*% Pound Interpretations of Legal History 
(1932), Dp. 1. 

37 Frank, If Men Were Angels (1941), p. 332. 
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Cancellation of Obligations 


By WILBUR H. FRIEDMAN 






This article which appeared in substantially similar form in the proceedings of the 
Fourth Annual Institute on Federal Taxation of New York University has been 
brought up to date by the author. Mr. Friedman is a member of the New York 
Bar and is a member of the firm of Proskauer Rose Goetz & Mendelsohn. He 
is indebted to Gerald Silbert of the New York Bar for aid in the preparation 


N Helvering v. American Dental Company, 
318 U. S. 322 (1943) [43-1 ustc J 9318], 
the Supreme Court held that a gratuitous 
cancellation or reduction of debt is a gift 
from the creditor to the debtor, which is 
exempt from income tax to the debtor under 
Section 22 (b) (3)* of the Internal Revenue 
Code. This decision has sometimes been 
regarded as creating an exception to the 
rule of United States v. Kirby Lumber Com- 
pany, 284 U. S. 1 (1931) [2 uste  814].? 





of this material. 





In the Kirby Lumber case, the Supreme 
Court held that a solvent taxpayer realized 
taxable income upon the repurchase at a 
discount of bonds issued for cash at par. 
The principal of the Kirby Lumber case was 
extended by the lower courts to practically 
all situations in which debts or obligations 
of solvent taxpayers were cancelled or re- 
duced.® 

Judged by its effect upon the lower courts, 
the American Dental case would seem to be 





1Section 22 (b) (3) of the Internal Revenue 
Code reads as follows: 


“Exclusions from gross income.—The follow- 
ing items shall not be included in gross income 
and shall be exempt from taxation under this 
charter: 

* * co 


(3) Gifts, bequests, devises, and inheritances. 
—The value of the property acquired by gift. 
bequest, devise, or inheritance.”’ 

Similar language was contained in Section 
22 (b) (3) of the various Revenue Acts prior 
to the adoption of the Internal Revenue Code. 
Before 1928 the applicable provision was Sec- 
tion 213 (b) (3) of the 1926 and earlier Revenue 
Acts. 

* Fifth Avenue-14th Street Corporation v. Com- 
missioner, 147 F, (2d) 453 (CCA-2, 1944) [45-1 
ustc § 9115]; Lynch, ‘‘Some Tax Effects of Can- 
cellation of Indebtedness,’’ 13 Fordham Law 
Review 145 (1944). 

* See the collection of cases and decisions in 
Mertens, Law of Federal Income Taxation, Sec- 
tions 11.19 to 11.24 (a), 1942 edition and 1945 
supplement; Montgomery, Federal Taxes on 
Corporations, pp. 25-38 (1944-45 edition). Recent 
legislation dealing with tax effects of cancella- 
tion of indebtedness is dealt with in Darrell, 
Creditors’ Reorganizations and the ‘‘Federal In- 
come Tax,’’ 57 Harvard Law Review 1009 (1944). 
The present discussion will not review the 
ground covered by these writers, but is ad- 
dressed mainly to the case law development 
since the American Dental decision. 

Even before the American Dental case, the 
rule of Kirby Lumber was not applied in a 
variety of situations, such as, where the obliga- 
tion was not personal to the taxpayer; where 
the obligation was contingent, not absolute; 
where the obligation was performed in full 
according to its terms; or where no assets were 
received at the time the obligation was in- 
curred. See cases cited in Lynch, supra, note 
2, pages 147-8; Main Properties, Inc., 4 T. C. 
364 (1944) [CCH Dec. 14,249], (where taxpayer 
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could relieve itself of an obligation by rescind- 
ing a sale in accordance with the original con- 
tract, it realized no income by doing so). 

Other exceptions to the Kirby Lumber rule 
developed before the American Dental decision, 
i. e., the effect of insolvency, reduction in debt 
as a reduction in purchase price, and cancella- 
tion of debt as a contribution to capital, are 
dealt with in the text, infra. 

The early and much criticized decision of the 
Supreme Court in Bowers v. Kerbaugh Empire 
Company, 271 U. S. 170 (1926) [1 wste { 174], 
holding that no income was realized where 
marks, which had been borrowed and lost in a 
business venture, were repaid at a time when 
marks had depreciated, and therefore at a lower 
cost in dollars, may not be a debt cancellation 
case at all, but one in which taxpayer performed 
its obligation in full. It was recently followed 
in William H. Coverdale, Tax Court memo de- 
cision (6/28/45), Docket No. 3981 [CCH Dec. 
14,659 (M)], involving repayment of a debt 
owned in Canadian funds. The government has 
suggested that the rule of the Kerbaugh Empire 
case is limited to transactions in foreign funds. 
See footnote 6 in Fifth Avenue-14th Street Cor- 
poration v. Commissioner, 147 F. (2d) 453 [45-1 
ustc § 9115]. 

The rule of the Kirby Lumber case was ap- 
plied by the Supreme Court to the repurchase 
at less than par of the bonds of a predecessor 
corporation which had been assumed in connec- 
tion with the purchase of the predecessor’s 
assets, where it did not appear that the prede- 
cessor had not received assets at the time the 
bonds were issued. 

Helvering v. American Chicle Company, 291 
U. S. 426 (1934) [4 ustc § 1240]. 

The question whether cancellation of in- 
debtedness is involved where the indebtedness 
is exchanged for stock of the debtor remains 
unsettled. In Commissioner v. Capento Secur- 
ities Corporation, 140 F. (2d) 382 (CCA-1, 1944) 
[44-1 ustc § 9170], it was held that upon the 
exchange of indebtedness for stock no cancel- 


[Footnote continued p. 876] 
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much more than an exception to the rule of 
the Kirby Lumber case. Of some forty de- 
cisions since the American Dental case deal- 
ing with the question whether a taxpayer 
realizes income upon the cancellation or re- 
duction of his debts, all but a handful have 
held that no income was realized. In only 
one well defined group of cases does the rule 
of Kirby Lumber persist—the repurchase by 
a solvent taxpayer of its bonds at less than 
issue price; and even in this class of cases, 
a new exception has been created in reliance 
on the American Dental case.‘ 


In the American Dental case, the taxpayer 
had given notes in payment of past due bills 
for merchandise. Interest on these notes 
had been accrued for years prior to 1937 and 
deducted in the taxpayer’s income tax re- 
turns. Taxpayer’s creditors agreed in No- 
vember, 1936, to cancel the interest accruing 
after January 1, 1932. The cancellation entry 


appeared on taxpayer’s books in December, 
1937. 


The taxpayer also owed back rent in De- 
cember, 1933, at which time a new lease was 
negotiated with the lessor, who promised to 
make an adjustment of the back rent. In 
April, 1934, the lessor advised that he would 
accept a part of the back rent in full settle- 
ment. The reduced back rent was paid in 
1937, in which year taxpayer made entries on 
its books showing the partial forgiveness of 
the back rent. There was no proof that the 
debtor was insolvent.® 


The Commissioner included in taxpayer’s 
1937 income that portion of the cancelled 





[Footnote 3 continued] 
lation of indebtedness is involved, the trans- 
action being treated as a subscription for stock 
in the amount of the indebtedness. In Claridge 
Apartments Company v. Commissioner, 138 F. 
(2d) 962 (CCA-7, 1943) [43-2 ustc { 9663], the 
Court held that a comparison must be made be- 
tween the amount of the indebtedness and the 
value of the stock issued, and to the extent that 
the indebtedness exceeds the value of the stock 
issued, there is a cancellation of indebtedness. 
Whether or not there was a taxable cancellation 
of ‘indebtedness was not in issue in the Claridge 
Apartments case, as the tax year before the 
Court was a year subsequent to that in which 
the exchange of indebtedness for stock had oc- 
curred. The question involved was whether, if 
there was a cancellation of indebtedness, the 
basis of the assets was reduced pursuant to 
Section 270 of the Bankruptcy Act as amended. 
The decision of the Circuit Court of Appeals 
that Section 270 was operative was reversed by 
the Supreme Court, 323 U. S. 141 (1944), which 
held that Section 270 was not retroactive and 
had application only to proceedings which were 
pending on September 22, 1938, when Section 
270 was enacted. 

4See discussion below of Bulkley Building 
Company, Tax Court memo decision, Docket No. 
109,679 (10/25/44). 

5 Where the debtor remains insolvent after 
the cancellation or reduction in his debts, the 
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indebtedness which had offset taxable in- 
come in prior years, The Board of Tax 
Appeals, holding that the cancellation of in- 
debtedness had occurred in 1937, upheld the 
Commissioner’s determination on the author- 
ity of the Kirby Lumber case. 44 BTA 425. 
The Circuit Court of Appeals for the Sev- 
enth Circuit reversed the decision on the 
ground that the cancellations were exempt 
gifts (128 F. (2d) 254) under Article 64 of 
Regulations 77, which provided: “* * * If, 
however, a creditor merely desires to bene- 
fit a debtor and without any consideration 
therefor cancels the debt, the amount of the 
debt is a gift from the creditor to the debtor 
and need not be included in the latter’s gross 
income. * * *” 


The Supreme Court affirmed the decision 
of the Circuit Court of Appeals, the majority 
opinion being delivered by Mr. Justice Reed. 
Mr. Justice Rutledge took no part in the 
case, and Mr. Justice Frankfurter dissented 
in an opinion in which Mr. Justice Jackson 
joined.® 

The Court noted that the sentence quoted 
above, on which the Circuit Court of Appeals 
relied, and which had been contained in the 
regulations for many years prior to 1934, 
had been eliminated in Regulations 86 under 
the 1934 Act and was not included in Reg- 
ulations 94 under the 1936 Act, applicable to 
the controversy before the Court.” 


The court referred to the Kirby Lumber 
case as holding that an increase in net as- 
sets resulting from the purchase of the 
taxpayer’s bonds at a discount is taxable, 





authorities have uniformly held that no income 
is realized from the debt adjustment. The Cir- 
cuit Court of Appeals for the Second Circuit has 
recently indicated that income may be realized 
in this situation. Fifth Avenue-14th Street Cor- 
poration v. Commissioner, 147 F. (2d) 453 [45-1 
ustc § 9115]. 

® The views of the dissenting justices are criti- 
cized in Lynch’s article, ‘‘Some Tax Effects of 
Cancellation of Indebtedness,”’ p. 159, 13 Ford- 
ham Law Review 145 (1944). 

7 After the Kirby Lumber decision, the regula- 
tion dealing with cancellation of indebtedness 
was materially revised. Prior to 1934, Article 64 
of Regulations 77 under the Revenue Act of 1932 
provided: ‘‘Forgiveness of indebtedness.—The 
cancellation and forgiveness of indebtedness 
may amount to a payment of income, to a gift, 
or to a capital transaction, dependent upon the 
circumstances. If, for example, an individual 
performs services for a creditor, who in con- 
sideration thereof cancels the debt, income to 
that amount is realized by the debtor as com- 
pensation for his services. If, however, a credi- 
tor merely desires to benefit a debtor and with- 
out any consideration therefor cancels the debt, 
the amount of the debt is a gift from the credi- 
tor to the debtor and need not be included in 
the latter’s gross income. If a shareholder in a 
corporation which is indebted to him gratui- 
tously forgives the debt, the transaction 


[Footnote continued p. 877] 
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and cited with apparent approval the line 
of cases holding that the reduction of in- 
debtedness representing the purchase price 
of property is a readjustment of the pur- 
chase price rather than a gain.® The court 
also cited, with approval, the authorities 
holding that the gratuitous forgiveness by a 
stockholder of a corporation’s debt to the 
stockholder is a contribution to capital, and 
referred to the legislative attempts to limit 
the application of the Kirby Lumber rule in 
various types of debt readjustments. Citing 
Section 22(b)(3), the court said: 

“The release of interest or the complete 
satisfaction of an indebtedness by partial pay- 
ment by the voluntary act of the creditor is 
more akin to a reduction of sale price than to 
financial betterment through the purchase 
by a debtor of its bonds in an arms-length 
transaction. In this view, there is no sub- 
stance in the Commissioner’s differentiation 
between a solvent or insolvent corporation 
or the taxation of income to the extent of 
assets freed from the claims of creditors by 
a gratuitous cancellation of indebtedness. 
Lakeland Grocery Company v. Commissioner, 
36 |B. TD. A. 289 CCH Dee: 97477. CL 


{Footnote 7 continued] 


amounts to a contribution to the capital of the 
corporation.”’ 


Similar provisions were contained in Article 
51, Treasury Regulations 45 (191g Act); Article 
50, Treasury Regulations 62 (1921 Act); Ar- 
ticle 49, Treasury Regulations 65 (1924 Act); 
Article 49, Treasury Regulations 69 (1926 Act); 
Article 64, Treasury Regulations 74 (1928 
Act), Article 64, Treasury Regulations 77 (1932 
Act). 

As revised in 1934, the regulation read as fol- 
lows: (Art. 22(a)-14, Treasury Regulations 86 
(1934 Act)): ‘Cancellation of indebtedness.— 
The cancellation of indebtedness, in whole or 
in part, may result in the realization of in- 
come. If, for example, an individual performs 
services for a creditor, who in consideration 
thereof cancels the debt, income in the amount 
of the debt is realized by the debtor as com- 
pensation for his services. A taxpayer realizes 
income by the payment or purchase of his 
obligations at less than their face value. (See 
article 22 (a)-18.) If a shareholder in a corpo- 
ration which is indebted to him gratuitously 
forgives the debt, the transaction amounts to a 
contribution to the capital of the corporation. 
Income is not realized by a taxpayer by virtue 
of the discharge of his indebtedness as the re- 
sult of an adjudication in bankruptcy, or by 
virtue of a composition agreement among his 
creditors if immediately thereafter the tax- 
payer’s liabilities exceed the value of his 
assets.’”’ 

Similar provisions are contained in Article 
22(a)-14 of Treasury Regulations 94 (1936 Act). 
In Article 22{a)-14 of Treasury Regulations 101 
(1938 Act) the words ‘‘to the extent of the prin- 
cipal of the debt’’ were added to the sentence 
dealing with contribution to capital (discussed 
below), and the sentence dealing with bank- 
ruptey and composition agreements was ex- 
panded to read: ‘‘(b) Proceedings under Bank- 
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Madison Railways Company v. Commissioner, 
36 B. T. A. 1106 [CCH Dec. 9827]; Spokane 
Office Supply Company v. Commissioner, 39 
B. T. A. 1243; Docket No. 86,772, memo. 
op. of April 29, 1939 [CCH Dec. 10,679-V]; 
Model Laundry, Inc. v. Commissioner, 39 
B. T. A. 1339, Docket No. 93,493, memo. op. 
of January 15, 1940 [CCH Dec. 10,967-A}. 
See also, Haden Company v. Commissioner, 
5 Cir., 118 Fed. (2d) 285 [41-1 ustc f 9331], 


which supports the Commissioner.” 


Answering the argument of the Board of 
Tax Appeals that there was no evidence to 
show donative intent on the part of the 
creditors and that they acted for business 
reasons, the court said: 


“With this conclusion we cannot agree. 
We do not feel bound by the findings of the 
Board because it reached its conclusions, 
in our opinion, upon an application of 
erroneous legal standards. Section 22(b) 
(3) exempts gifts. This does not leave The 
Tax Court of the United States free to 
determine at will or upon evidence and 
without judicial review the tests to be ap- 
plied to facts to determine whether the 


ruptecy Act.—Income is not realized by a 
taxpayer by virtue of the discharge, under sec- 
tion 14 of the Bankruptcy Act, as amended, of 
his indebtedness as the result of an adjudication 
in bankruptcy, or by virtue of an agreement 
among his creditors not consummated under 
any provision of the Bankruptcy Act, as 
amended, if immediately thereafter the tax- 
payer’s liabilities exceed the value of his assets. 
Furthermore, income is not realized in any case 
of a cancellation or reduction of his indebted- 
ness under: (1) a plan of corporate reorganiza- 
tion confirmed under either section 77B or 
Chapter X of the Bankruptcy Act, as amended; 
(2) a composition agreement confirmed under 
either section 12 or 74 of the Bankruptcy Act, 
as amended; (3) an ‘‘arrangement”’ or a ‘‘real 
property arrangement”’ confirmed under Chapter 
XI or XII, respectively, of the Bankruptcy Act, 
as amended; or (4) a ‘‘wage earner’s plan’”’ 
confirmed under Chapter XIII of the Bankruptcy 
Act, as amended. 

“Tf, however, such plan of corporate reorgani- 
zation or agreement of composition referred to 
in (1) to (4) above had for one of its principal 
purposes the avoidance of income tax, the can- 
cellation or reduction of indebtedness, under 
such plan or agreement confirmed under sec- 
tion 12, 74, or 77B or under Chapter X, XI, XII, 
or XIII of the Bankruptcy Act, as amended, 
may result in the realization of income. (See 
page 665 of the Appendix to these regulations. ) 
For adjustment of basis of certain property in 
the case of cancellation or reduction of indebted- 
ness required by the Bankruptcy Act, as 
amended by the Act of June 22, 1938 (Public 
No. 696, Seventy-fifth Congress), see article 
113(b)-2.”’ 

The language thus revised appears in Section 
19.22(a)-14 of Treasury Regulations 103 and Sec- 
tion 29.22(a)-13 of Treasury Regulations 111 
under the Internal Revenue Code. 

8 Hirsch v. Commissioner, 115 F. 
(CCA-7, 1940) [40-2 ustc J 9791]. 


(2d) 656 
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result is or is not a gift. The fact that the 
motives leading to the cancellations were 
those of business or even selfish, if it be 
true, is not significant. The forgiveness was 
gratuitous, a release of something to the 
debtor for nothing, and sufficient to make 
the cancellation here gifts within the statute.” ° 


The American Dental case has been ac- 
cepted by the lower courts as requiring the 
decision that no income is realized in various 
types of debt cancellation situations in 
which the courts had previously held con- 
sistently that income was realized. Thus, 
where salaries, rent, or interest had been 
accrued as liabilities and deducted on tax 
returns, the courts have held, following the 
American Dental decision, that the cancella- 
tion or reduction of the taxpayer’s obliga- 
tions for the salaries, rent, or interest is not 
taxable if the facts show that the creditor 
received nothing of monetary value in return 
for the amount cancelled” 


The rule previously had been that such 
cancellations resulted in taxable income to 
the extent that the deduction of the items 
cancelled had offset taxable income in prior 
years.” 

Since in the American Dental case the in- 
terest and rent items had in earlier years 


been used by the taxpayer to offset income 
on its tax returns, and since this phase of 





®*In Chenango Textile Corporation v. Commis- 
sioner, 148 F. (2d) 296 (CCA-2, 1945) [45-1 ustc 
* 9241], the Court referred to the possible incon- 
sistency between the above language quoted 
from the American Dental case and the decision 
of the Supreme Court in Dobson v. Commis- 
sioner, 320 U. S. 489 (1944) [44-1 ustc § 9108], but 
accepted the view taken by the First Circuit 
that, notwithstanding the Dobson case, the duty 
rests on the appellate court to review determina- 
tions of the Tax Court involving applications of 
legal principles, Denholm & McKay Realty Com- 
pany v. Commissioner, 139 F. (2d) 545, 550 
(1944) [44-1 ustc § 9141]. The Second Circuit 
applied this rule in a cancellation of debt case 
and decided that the Tax Court had improperly 
held that the cancellation was not gratuitous. 


For example George Hall Corporation, 2 
T. C. 146 (1943) [CCH Dec. 13,264], overruling 
the Tax Court’s earlier decision in the same 
case, 1 T. C. 471 (1943); Pondfield Realty Com- 
pany v. Commissioner, (CCA-2, 9/15/43) [43-2 
ustc { 9600], reversing and remanding on the 
authority of the American Dental case, 1 T. C. 
217 (1942); McConway & Torley Corporation, 2 
T. C. 593 (1943) [CCH Dec. 13,444]; Liberty Mir- 
ror Works, 3 T. C. 1018 (1944) [CCH Dec. 
13,992]; Pancoast Hotel Company, 2 T. C. 362 
(1943) [CCH Dec. 13,317]; Brown Cab Company, 
Tax Court memo decision (6/1/43), overruling 
the earlier decision in the same case (1/20/43), 
Docket No. 101,964 [CCH Dec. 13,246(M)]. In 
Manhattan Soap Company, Inc., Tax Court 
memo decision (3/22/44), Docket Nos. 182, 
112,632, 112,633 [CCH Dec. 13,825(M)], a com- 
promise of Federal excise taxes was held to fall 


the case was ignored in the opinion of the 
Supreme Court, the lower courts have taken 
the position that the “tax benefit” rule no 
longer has any application in a debt can- 
cellation case where the action of the cred- 
itor is gratuitous.” 


On this phase of the case, the Supreme 
Court in the American Dental case went 
beyond the view expressed earlier by the 
Circuit Court of Appeals for the Second 
Circuit, in Commissioner v. Auto Strop 
Safety Razor Company, Inc., 74 Fed. (2d) 226 
(1934) [35-1 ustce § 9017], which the Su- 
preme Court cited with approval in the 
American Dental case. In the Auto Strop 
case, the cancellation by a parent corpora- 
tion of its subsidiary’s debt for accrued 
interest and royalties, which had been de- 
ducted by the subsidiary in prior years with 
tax benefit, was held a non-taxable contri- 
bution to capital.* The contrary view of 
the Eighth Circuit in Helvering v. Jane 
Holding Co., 109 Fed. (2d) 933 (1940) [40-1 
ustc J 9280], is thus rejected, notwithstand- 
ing the action of the Treasury Department 
in incorporating the principle of the Jane 
Holding decision into the regulations. This 
it did by adding the words, “to the extent 
of the principal of the debt”, to the sentence 
in the regulations providing that the gratui- 
tous cancellation by a shareholder of the 





within the American Dental rule as against the 
Commissioner’s argument that the Government 
may not make a gift. 


11 See Pondfield Realty and George Hall cases 
and the discussion of the tax benefit rule in 
Lynch’s article, previously mentioned. If there 
had been no tax benefit in earlier years, the 
cancellation of accrued interest did not result in 
income. Chenango Textile Corporation, 1 T. C. 
147 (1942) [CCH Dec. 12,895], reversed on another 
point, 148 F. (2d) 296 (1945) [45-1 ustc § 9241]. 
Where the debtor was insolvent, the cancellation 
of accrued items did not result in income not- 
withstanding tax benefit in earlier years. High- 
land Farms Corporation, 42 BTA 1314 (1940) 
[CCH Dec. 11,393]; John F. Campbell Company, 
15 BTA 458 (1929) [CCH Dec. 4872]; aff’d 50 F. 
(2d) 487 (Ct. App. D. C. 1931) [2 ustc { 729]; 
Towers & Sullivan Mfg. Company, 25 BTA 922 
(1929) [CCH Dec. 7494]; compare Haden Com- 
pany Vv. Commissioner, 118 F. (2d) 285 (CCA-5, 
1941) [41-1 ustc § 9331]. 


2 In the George Hall case the Tax Court said: 
‘“‘We can see no escape from applying the same 
rationale to this case as was applied by the 
Supreme Court in the Dental case, requiring 
the conclusion that the voluntary cancellation of 
debenture interest by the debenture holder—a 
large shareholder—was a gift which was not 
taxable income to the petitioner corporation al- 
though it had accrued and had been deducted in 
the earlier years when it fell due.”’ 


1% The Second Circuit followed the Auto Strop 
case in Carroll-McCreary Company, Inc. v. Com- 
missioner, 124 F. (2d) 303 (1941) [42-1 vustc 
1 9183]. 
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corporation’s indebtedness to him is a con- 
tribution to the capital of the corporation.™ 

In cases involving the cancellation of the 
principal of a debt, the lower courts have 
held, following the American Dental decision, 
that the debtor realizes no gain.” The rule 


4 The regulation dealing with cancellation of 
indebtedness has always dealt separately with 
cancellations by shareholders. Between the 
dates of the decision of the Eighth Circuit in 
the Jane Holding case (2/27/40) and the Su- 
preme Court decision in the American Dental 
case (3/1/43), the Tax Court had consistently 
accepted the view of the Jane Holding decision 
that this provision in the regulations did not 
govern cancellations of accrued items which had 
been deducted with tax benefit. Hostility to the 
treatment of past accruals as a contribution to 
capital persists despite the American Dental 
case. In overruling its earlier decision in the 
George Hall case, the Tax Court said (2 T. C. 
146): ‘‘The fact that the regulations may give 
ground for calling [the cancellation] a contribu- 
tion of capital * * * does not affect the decision.”’ 
Judges Leech and Opper, dissenting, thought 
that the rule of the Jane Holding case survived 
despite the American Dental decision. The cases 
have not accepted this view. 


1 Liberty Mirror Works, 3 T. C. 1018 (1944) 
{CCH Dec. 13,992]; Benedict Coal Corporation, 
Tax Court memo decision (7/20/43), Docket Nos. 
18,449, 100574 [CCH Dec. 13,387(M)]; Cocheco 
Woolen Manufacturing Company, Tax Court 
memo decision (6/28/45), Docket No. 4175 [CCH 
Dec. 14,674(M)]; Shellabarger Grain Products 
Company, 2 T. C. 75, affirmed, 146 F. (2d) 177 
(CCA-7, 1944) [CCH Dec. 13,265]; Chenango Tex- 
tile Corporation v, Commissioner, 148 F. (2d) 
296 (CCA-2, 1945) [45-1 ustc ] 9241]. 


1 Fifth Avenue-1fth Street Corporation v. 
Commissioner, 147 F. (2d) 453 (CCA-2, 1944), 
reversing (to permit proof of insolvency) 2 T. C. 
516 (1944) [45-1 ustc § 9115]; Bulkley Building 
Company, Tax Court memo decision (10/25/44), 
Docket No. 109,679 [CCH Dec. 14,206(M)]; Cus- 
tom Casing Company, Inc., Tax Court memo 
decision (5/12/43), Docket Nos. 102,719, et seq. 
aff'd sub. nom. [CCH Dec. 13,194(M)]; Hygrade 
Food Products Corporation, 144 F. (2d) 115 
(CCH 2, 1944) [44-2 ustc § 9401]; Tennessee Con- 
solidated Coal Company, Tax Court memo deci- 
sion (10/22/43), Docket No. 110,960, affirmed 145 
F. (2d) 631 (CCA-6, 1944) [CCH Dec. 13,556(M)]; 
Central Paper Company, Inc., Tax Court memo 
decision (4/30/45), Docket No. 1829; [CCH Dec. 
14,544(M)]; Twin City Rapid Transit Company, 
3 T. C. 475 (1944) [CCH Dec. 13,803]. 


The Tennessee Consolidated Coal case con- 
tains a discussion of the question whether the 
gain on repurchase of bonds is taxable in the 
year of purchase or of retirement. The contro- 
versy arose from the fact that the applicable 
regulation originally provided that gain was 
realized on the purchase and retirement of tax- 
payer’s bonds at a discount. Article 544 of 
Treasury Regulations 45 (1918 Act) provided in 
part: ‘‘(a) If bonds are issued by a corporation 
at their face value the corporation realizes no 
gain or loss. (b) If thereafter the corporation 
purchases and retires any of such bonds at a 
price in excess of the issuing price or face 
value, the excess of the purchase price over the 
issuing price or face value is a deductible ex- 
pense for the taxable year. See section 234 of 
the statute and article 563. (c) If, however, the 
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of the Kirby Lumber case, as broadly adopted 
in the lower courts before the American 
Dental decision, thus survives as a rule only 
in the field of repurchase by a taxpayer of 
its own obligations at less than the issue 
price.” 


corporation purchases and retires any of such 
bonds at a price less than the issuing price or 
face value, the excess of the issuing price or 
face value over the purchase price is gain or 
income for the taxable year.”’ 

Similar provisions were contained in Article 
545, Treasury Regulations 62 (1921 Act); Article 
545, Treasury Regulations 65 (1924 Act); Ar- 
ticle 545, Treasury Regulations 69 (1926 Act): 
Article 68, Treasury Regulations 74 (1928 Act); 
Article 68, Treasury Regulations 74 (1928 Act) 
and Article 68, Treasury Regulations 77 (1932 
Act). 

In Article 22(a)-18 of Treasury Regulations 86 
(1934 Act) the words ‘‘and retires’’ were elimi- 
nated from the regulation. In its changed form, 
Article 22(a)-18 was continued in Treasury 
Regulations 94 (1936 Act), Treasury Regulations 
101 (1938 Act), and Treasury Regulations 103 
and 111 under the Internal Revenue Code. Prior 
to the amendment In 1934, several cases had held 
that the gain was realized in the year of pur- 
chase and it now seems settled that purchase is 
the operative fact. Hstate of J. P. Morgan, Tax 
Court memo decision (10/30/44), Docket No. 
1770 [CCH Dec. 14,220(M)]. An earlier contrary 
decision on distinguishable facts was reached by 
the Circuit Court of Appeals for the Fourth 
Circuit in Transylwania R. R. Company v. Com- 
missioner, 99 F. (2d) 69 (1938) [38-2 ustc J 9515]. 
A question which perhaps remains open is 
whether a purchase by a corporation of its 
bonds for investment and not for retirement is 
without the scope of the regulation. While in- 
clined to the belief that under the regulation. 
purchase alone, regardless of the intention, is 
the operative fact, the Tax Court in the Ten- 
nessee Consolidated Coal case found it unneces- 
sary to decide the point because purchase for 
investment was not established. The view of the 
Sixth Circuit appears to be that income is 
realized at the time of purchase regardless of 
any intention to hold for investment. A method 
by which the recognition of gain on the pur- 
chase of bonds at a discount was avoided 
through the use of a dummy corporation and 
the reorganization provisions is discussed in 
Commissioner v. Capento Securities Corporation, 
140 F. (2d) 382 (CCA-1, 1944), affirming 47 
B. T. A. 691 (1942) [44-1 ustc § 9170]. 


An earlier case had reached an opposite re- 
sult where the transfer of the parent’s bonds by 
the subsidiary to the parent did not fall within 
the tax exempting reorganization provisions. 
American Packing Company, 36 BTA 340 (1937) 
[CCH Dec. 9718]. Compare D. Bruce Forrester, 
4 T. C. 907 (1945) [CCH Dec. 14,425] where the 
Tax Court held that there was no cancellation 
of debt upon the acquisition by a wife of her 
husband's debt at a discount. The Tax Court 
has left open the question whether the amount 
of the gain on repurchase of bonds is based upon 
the par value or the issue price. Kramon De- 
velopment Company, 3 T. C. 342, 349, (1944) 
[CCH Dec. 13,753]. There is some conflict in 
the regulations as to this point. Section 
29.22(a)-13 of Treasury Regulations 111 and its 
predecessors state that income is realized by the 
purchase of obligations for less than face value. 


[Footnote continued p. 880] 
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Even in this field a new exception has 
been created in reliance on the American 
Dental decision. In Bulkley Building Com- 
pany, Tax Court memo decision (10/25/44), 
Docket No. 109,679 [CCH Dec. 14,206(M)], 
the Tax Court distinguished between pur- 
chases by a taxpayer of its bonds in the 
open market and purchases by direct negoti- 
ation with the bondholders upon tender by 
the bondholders pursuant to invitation from 
the taxpayer. In the latter type of situ- 
ation, Judge Hill of the Tax Court held that 
the American Dental rule applies, saying: 

“The surrender of the debentures under 
such circumstances was in part gratuitous 
and sufficient to make petitioner’s gains on 
the transactions gifts within the meaning 
of that decision. We cannot agree with 
respondent that any real consideration 
passed from petitioner to the holders of 
these securities. The surrender of their 
claims for payment of principal and accrued 
interest for a flat price was ‘a realization 
of something to the debtor for nothing and 
sufficient to make the cancellation here gifts 
within the statute.’ ” 

The open market purchases were distin- 
guished on the ground that there was no 
direct negotiation between debtor and cred- 
itor and therefore the element of the cred- 
itor gratuitously waiving a portion of his 
claim was not present.” 

It may be questioned whether the Court 
in the American Dental case intended any 
such distinction. The opinion would appear 
to accept the Kirby Lumber rule regardless 
of the manner of acquisition of the bonds. 


[Footnote 16 continued] 


But Section 29.22(a)-18 and its predecessors have 
all provided that upon the purchase for less 
than issue price of bonds issued at a discount 
(account being taken of amortization of dis- 
count) gain is to be computed with respect to 
the issue price. If the test is freeing of assets, 
then the comparison should be made with the 
face amount of the bonds. If the test is freeing 
of assets received at the time of issue, then the 
comparison would be with the amount received 
on issue. The latter test leads naturally to an 
inquiry as to what happened to the assets. In 
Commissioner v. Coastwise Transportation Cor- 
poration, 71 F. (2d) 104 (CCA-1, 1934) [4 ustc 
1288], cert. den. 293 U. S. 595 (1934), the fact 
that the property received upon issuance of the 
notes had depreciated in value was held no bar 
to taxing the gain by reason of the repurchase 
of the notes at a discount. Judge Morton dis- 
sented on the ground that the transaction was 
a reduction in purchase price. 

Where taxpayer received no assets at the 
time the bonds were issued, the subsequent re- 
purchase at a discount has been held not to 
result in income. Commissioner v. Rail Joint 
Company, 61 F. (2d) 751 (CCA-2, 1932) [3 ustc 
1991] where the bonds were issued as a divi- 
dend; C. Ludwig Bawmann & Company, Tax 
Court memo decision (5/28/43), Docket No. 
110,283 [CCH Dec. 13,239(M)], appeal dismissed, 
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The Kirby Lumber type of transaction is 
referred to as “financial betterment through 
the purchase by a debtor of its bonds in an 
arms-length transaction.” While conceiv- 
ably the Court could, notwithstanding this 
language, adopt the rule of the Bulkley 
Building Company case, it would appear more 
logical to accept the Kirby Lumber case as 
approving the regulation, which had been 
in force for many years prior to the Kirby 
Lumber decision, and which contirues in 
force, to the effect that the purchase by a 
corporation of its bonds at less than the 
issue price results in income.® 

In this view no difficulties of reconciliation 
arise. No reason appears why the rule that 
a corporation realizes income by the repur- 
chase of its bonds at less than issue price 
cannot remain in force side by side with the 
rule that in all other types of debt cancel- 
lation, no income is realized if the creditor 
acts gratuitously. There is nothing in the 
American Dental decision to indicate that the 
Court there intended to limit the scope of 
the Kirby Lumber decision to purchases in the 
open market and to impose a different rule 
where the repurchase is by direct negotiation 
with the bondholders.™ 

Another new development in the field of 
repurchase of bonds appears in Fifth Avenue- 
14th Street Corporation v. Commissioner, 147 
F. (2d) 453 (CCA-2, 1944) [45-1 ustc 
79115]. It has always been the rule, both 
before and since the American Dental case, 
that the cancellation or reduction of indebt- 
edness of an insolvent taxpayer results in 
no income.” One phase of this rule has been 





10/21/43 (CCA-2), where the lessor’s notes were 
assumed by a lessee in consideration of the can- 
cellation of the lease. If the basis of the Kirby 
Iwmber decision were the freeing of assets, 
these decisions would be unsound, since assets 
are freed by the reduction of liability of a sol- 
vent taxpayer, whether or not assets were re- 
ceived at the time the liability was created. 

%In Lewis F. Jacobson, 6 T. C. No. 133 
(5/10/46), the rule of the Bulkley Building case 
was extended (without citing that case) to the 
situation of an individual obligor on bonds. 
Taxable gain was held to have been realized by 
repurchase of bonds at a discount in the open 
market, following Kirby Lumber, but the gain 
on repurchase of bonds by direct negotiations 
with the bondholder was held non-taxable under 
the American Dental case. Taxpayer appears 
not to have argued that Kirby Lumber should 
be limited to repurchases by a corporation, as 
suggested in the text supra. Six judges dis- 
sented, five of them joining in an opinion by 
Judge Kern to the effect that the gain should 
be held taxable in both types of repurchases. 
The dissenting judges discussed the case as 
though it involved a corporation and not an 
individual. 


1% If the reference in the Kirby Lwmber case 
to the freeing of assets were regarded as being 


[Footnote continued p. 881] 
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incorporated in the regulations for many 
years, the regulations providing that income 
is not realized by a taxpayer by virtue of 
the discharge of indebtedness as the result 
of an adjudication in bankruptcy, or agree- 
ment among his creditors, if immediately 
thereafter the taxpayer’s liabilities exceed 
the value of his assets. The theory behind 
this rule is that a mere reduction in liabili- 
ties of an insolvent debtor should not sub- 
ject him to an income tax. 


In the Fifth Avenue-14th Street Corp. 
ease, the second circuit created a new lim- 
itation to this well-settled rule, as follows: 

“If the insolvent taxpayer ‘buys in’ its 
debts, on any of them, for an amount equal 
to or greater than the amount which would 
have been paid to the creditors upon the 
taxpayer’s liquidation, then there is no real- 
ized taxable gain; where, however, the 
taxpayer ‘buys in’ its debts for less than such 
an amount, then, to that extent, there is 
realized taxable gain.” 


Under this rule, an insolvent taxpayer 
may realize income by a reduction in indebt- 
edness. There appears to be no support 
whatever in the decided cases, the statute, 
or the regulations, for such a limitation of 
the rule heretofore consistently followed 
that continuing insolvency prevents a reduc- 
tion in indebtedness from resulting in taxable 
income. The practical difficulties involved 
in enforcing this rule would be extreme. 
In any event it would seem that this new 
limitation is limited to the bond repurchase 
situation, since the Court’s opinion recog- 
nizes the unimportance of the insolvency 
factor under the American Dental rule as 
applied to debt reduction situations other 
than repurchase of bonds. 


Apart from the cases dealing with repur- 
chase of bonds, taxable income has been 
held to result from cancellation of indebted- 
ness in few cases since the American Dental 
decision. 

In F. W. Leadbetter, Tax Court memo 
lecision (8/13/43), Docket Nos. 110,258-9 
{CCH Dec. 13,434(M)], the taxpayer was 
indebted to a personal holding company 








which he controlled, in the sum of $21,100. 
He transferred to the creditor shares of 
stock in another personal holding corpora- 
tion which he controlled, of the fair market 
value of $8,700, in full satisfaction of the 
debt. There was no finding as to the cost 
of the transferred stock. The Tax Court 
found as a fact that there was no intention 
on the part of the creditor to forgive gra- 
tuitously any part of the debt and held that 
the taxpayer had realized taxable income of 
$12,400 by the transaction. The Tax Court 
said that the parties were not dealing at 
arm’s-length and that the cancellation of 
debt was the act of the taxpayer in manipu- 
lating the affairs of his personal holding 
company to his own benefit. The decision 
is clearly correct. The policy of the Amer- 
ican Dental case ought not to be extended 
to a transaction between a solvent taxpayer 
and his controlled corporation. If it were 
so extended, the rule, although presumably 
designed to facilitate bona fide business 
transactions, could be employed for tax 
avoidance purposes. 

In the Leadbetter case, the effect of the 
transaction was that taxpayer had with- 
drawn $12,400 from his corporation, and in 
the absence of proof as to why this sum 
should not be taxed, the Tax Court properly 
upheld the tax. A different result might 
have been reached if taxpayer had been able 
to show: (1) that the creditor corporation 
had no earnings and profits, so that the sum 
of $12,400 was not a dividend; (2) that his 
cost basis of the stock of the creditor ex- 
ceeded the sum of $12,400 with the result 
that that sum was a distribution of capital 
to be applied against the base; and (3) that 
the cost of the stock transferred exceeded 
$8,700, so that there was no gain on the sale 
of an asset. 


In John Huberman, Tax Court memo deci- 
sion (6/30/43), Docket No. 109,627 [CCH 
Dec. 13,341(M)], income was held to have 
been realized on the sale of an asset. The 
taxpayer transferred to a building and loan 
association, stock of the association costing 


him $9,700, in full payment of a mortgage 





{Footnote 18—continued] 

limited to justifying the regulation regarding 
repurchase of bonds, which was then before the 
Court, much of the confusion in this fleld would 
disappear. 

isa This view is expressed in the dissenting 
opinion in Lewis F. Jacobson, 6 T. C. No. 133 
(5/10/46), discussed supra note 17. 

19 Kramon Development Company, Inc., 3 T. C. 
342 (1944) [CCH Dec. 13,753]; Main Properties, 
Inc., 4 T. C. 364 (1944) [CCH Dec. 14,249]; 
Dallas Transfer & Terminal Warehouse Corpo- 
ration v. Commissioner, 70 F. (2d) 95 (CCA-5, 
1934) [4 ustc § 1270]; Hppley Hotels Company, 
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T. C. memo dec. (3/24/45), Docket Nos. 103,674, 
112,448 [CCH Dec. 14,466(M)]; 250 West 35th 
Street Corporation, T. C. memo dec. (8/10/44), 
Docket No. 2535 [CCH Dec. 14,096(M)]; Bulkley 
Building Corporation, T. C. memo. dec. 
(10/25/44), Docket No. 109,679 [CCH Dec. 
14,206(M)]. Where the cancellation of indebted- 
ness changed the taxpayer’s position from one 
of insolvency to a state of solvency, income was 
held realized to the extent the taxpayer was 
solvent after the debt cancellation, Lakeland 
Grocery Company, 36 BTA 289 (1937) [CCH 
Dec. 9707]. 
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on his property of $14,400. The American 
Dental case was distinguished on the ground 
that it did not appear what the value of the 
stock was at the time of its transfer to the 
creditor. If the stock was worth the amount 
of the debt, then of course no debt can- 
cellation question was involved, and the Tax 
Court properly treated the transaction as 
resulting in a gain upon the sale of an asset. 


The Tax Court in the Huberman case also 
adverted to the rule that a reduction of an 
obligation incurred in the purchase of prop- 
erty may be an adjustment of the purchase 
price rather than a reduction in debt. This 
rule was held inapplicable to the facts of the 
Huberman case since it was not shown that 
the obligation in question was incurred in 
connection with the purchase of the prop- 
erty; the obligation may have represented a 
loan incurred subsequent to the purchase 
of the property. 


In the American Dental case the Supreme 
Court cited with apparent approval Hirsch 
v. Commissioner, 115 F. (2d) 656 (CCA-7, 
1940) [40-2 ustc $9791], and other cases 
holding that adjustment of the purchase 
price through reduction of a purchase money 
obligation does not result in taxable income. 
In the Hirsch case, a purchase money mort- 
gage on which a balance of $15,000 remained 
was settled for $8,000, the property pur- 
chased having depreciated in value to that 
amount. The transaction was held to be a 
reduction of the price and not a cancellation 
of debt resulting in income.” In the Fifth 
Avenue-14th Street Corp. case, the Second 
Circuit stated that the distinction made by 
the Hirsch line of cases is irrational and 
doubted whether the Supreme Court in- 
tended to approve it.” 


The rule of the Hirsch case has been 
restricted to situations where at the time of 
the reduction of the indebtedness, the prop- 
erty acquired when the indebtedness was 
incurred had shrunk in value so as to be 
worth not more than the amount remaining 
due on the indebtedness as reduced.” 


Thus limited, the rule would appear to be 
entirely sound and not subject to the criti- 


2°'The Court in the Hirsch case rejected the 
Government’s argument that a purchase money 
mortgage was not involved since the original 
mortgage had been paid off and replaced with a 
new one. 

21 See 147 F. (2d) at page 457. 

22In the article by Mr. Lynch the question is 
discussed whether the Hirsch rule requires a 
comparison of the depreciated value of the 
property with the remaining indebtedness before 
or after the indebtedness is reduced. In L. D. 
Coddon ¢& Bros. Inc., 37 B. T. A. 393 (1938) 
[CCH Dec. 9959], the Board of Tax Appeals 
held that where the value of the property ex- 


cism leveled at it by the Second Circuit. 
The latter view appears to be motivated by 
the belief, not borne out by the cases de- 
cided since the American Dental decision, 
that the Kirby Lumber rule that income may 
result from the freeing of assets formerly 
held subject to a liability survives as the 
general rule. Indeed, under the American 
Dental rule, it would appear unnecessary to 
make the comparison between the value of 
the property and the remaining debt. If 
the reduction is a gratuitous act by the 
creditor, no more need be shown. 


In Texas Gas Distributing Company, 3 
T. C. 57 (1944) [CCH Dec. 13,686], the 
taxpayer was insolvent. In return for can- 
cellation of some of its debts and assumption 
of the remaining debts, it transferred its 
assets to an individual who paid taxpayer 
$14,610 in cash in addition to the debt as- 
sumption and cancellation. Liability for tax 
with respect to the cash received was con- 
ceded by the taxpayer. The issue in the 
case was whether taxpayer realized income 
in the amount of the difference between the 
basis for the transferred assets and the 
amount of debts cancelled and assumed. 


In ruling against the Government the Tax 
Court relied on Lakeland Grocery Company, 
36 B. T. A. 289 (1937) [CCH Dec. 9707], 
a leading case holding that the reduction 
of indebtedness of a debtor which is in- 
solvent before the reduction and solvent 
thereafter results in income to the extent 
of the debtor’s solvency after the transac- 
tion. The Lakeland Grocery decision pro- 
ceeds on the theory that to this extent tax- 
payer’s assets have been freed from its 
liabilities and may, therefore, be taxed as 
income under the rule of the Kirby Lumber 
case. In the American Dental case the Su- 
preme Court cited the Lakeland Grocery 
case with disapproval, saying: 


“ke * %* there is no substance in the Com- 
missioner’s differentiation between a solvent 
or insolvent corporation or the taxation of 
income to the extent of assets freed from 
the claims of creditors by a gratuitous can- 
cellation of indebtedness.” 


ceeds the unpaid amount of the debt, any reduc- 
tion in the debt is taxable income despite 
depreciation in value of the property since pur- 
chase. Under the American Dental rule, no in- 
come would be realized in the Coddon situation 
if the creditor acted gratuitously in making the 
reduction. 

23 This concession may have been needless. A 
similar concession was made in Ralph W. Gwinn, 
Tax Court memo decision (6/9/44), Docket No. 
108,144 [CCH Dec. 13,984(M)] and in B. J. 
Sparks, T. C. memo dec. (8/28/45) Docket No. 
1830 [CCH Dec. 14,741(M)]. 
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In view of this language, it may be ques- 
tioned whether the Lakeland Grocery case 
continues to be good law. The Tax Court 
in the Texas Gas Distributing case could have 
contented itself, in rejecting the Govern- 
ment’s argument, with the statement that 
to the extent of the excess of the taxpayer’s 
liabilities cancelled and assumed over the 
value of the assets transferred, the creditor 
was making a gratuitous cancellation of debt 
which is non-taxable under the American 
Dental case. 


In this view, even the excess cash paid 
by the creditor to the taxpayer in the Texas 
Gas Distributing case would not be taxable 
income. Such excess cash would be a gift 
within Section 22(b)(3) as interpreted by 
the Supreme Court in the American Dental 
case. That interpretation apparently re- 
quires a comparison of the monetary value 
of what the creditor receives with the amount 
which the creditor is giving up. Any excess 
of the debt cancelled over the monetary 
value of what the creditor receives from the 
debtor is a gift exempt from income tax. 


Part payment of his debt by the debtor 
does not take a case out of the American 
Dental rule. The debtor in the American 
Dental case made part payment of the back 
rent in return for cancellation of the balance. 
The Supreme Court held that the giving up 
of the balance was gratuitous as the creditor 
got nothing for it. Similarly in the Texas 
Gas Distributing case the creditor’s act in 
giving up $14,610 to the debtor was gratui- 
tous—the creditor received nothing for it; 
the debtor’s property which the creditor 
received was worth less than the amount 
of debts cancelled and assumed. The fact 
that such a transaction is cast in the form 
of a sale of property ought not to obscure 
the essential fact that the debtor has re- 
ceived a gift from the creditor. 


In only two cases of an arm’s-length can- 
cellation between debtor and creditor (as 
distinguished from the Leadbetter type of 
situation and from so-called debt cancellation 
cases like the Huberman case which actually 
involve sales of assets) has the Commis- 
sioner succeeded in establishing that the 
debt cancellation was not gratuitous. 


In Elizabeth Operating Corporation, Tax 
Court memo decision (9/23/43), Docket No. 
112,709 [CCH Dec. 13,510(M)], the taxpayer 
owned property subject to a mortgage on 
which the liability was reduced. The tax- 
payer did not appear at the trial, but filed 
a brief, relying on the American Dental case. 
In holding for the Commissioner the Tax 
Court said: 
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“To bring the reduction of the debt within 
the sphere of the American Dental Company 
decision, it was incumbent upon petitioner to es- 
tablish by competent evidence that no consider- 
tion for the cancellation passed from it to the 
mortgagee. It cannot be inferred from the 
mere fact that the mortgagee cancelled or 
reduced the debt that such action was taken 
gratuitously. On the contrary, it is common 
knowledge that creditors, as a rule, do not 
gratuitously forgive in whole or in part the 
obligation of their debtors.” 

The explanation of this decision would 
seem to be the fact that the petitioner had 
not appeared. In other cases the Tax Court 
has applied the American Dental decision 
although little more was shown than that 
the creditor had reduced the obligation.” 
However, in view of the Elizabeth Operating 
Corporation decision, it is important for tax- 
payers to produce evidence negativing the 
possibility that the creditor received any- 
thing in money’s worth in return for the 
reduction of debt. To the extent that the 
last sentence in the above quotation indicates 
that debt reductions by creditors are not 
generally gratuitous, it is out of line with 
the large group of decisions following the 
American Dental case, and with the holding 
in that case that the fact that the creditor 
acts out of selfish motives does not prevent 
the reduction from being gratuitous. 


In Reliable Incubator & Brooder Co., 6 T. C. 
No. 118 (4/30/46), the taxpayer was in- 
debted to one Myers in the sum of $6,700 
payable monthly at the rate of $50 a month, 
the maturity date of the indebtedness being 
November 1944. In July 1940 Myers was 
urgently in need of funds and offered to 
credit taxpayer for double the amount paid 
on the debt. Accepting the offer, taxpayer 
paid $600 on the debt and was credited for 
$1200. The Commissioner held the $600 
cancellation taxable, saying it had been made 
in consideration of the prepayment. Up- 
holding the Commissioner, the Tax Court 
said the cancellation was not gratuitous, 
thus distinguishing the American Dental case; 
“there was consideration for the forgiveness 
of part of the debt. If a debtor pays his 
debt or a part of it before it is due, the con- 
sideration is sufficient to support a promise 
by the creditor.” 

In other cases the government has not 
been successful in its attempt to establish 





* Buckeye Cereal Company, Tax Court memo 
decision (7/5/43), Docket No. 112,589 [CCH Dec. 
13,354(M)]; Benedict Coal Corporation, Tax 
Court memo decision (7/20/43), Docket Nos. 
98,449, 100,576 [CCH Dec. 13,387(M)]; F. W. 
Graham, Tax Court memo decision (3/30/43), 
Docket No, 108,313 [CCH Dec. 13,090(M)]. 
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that there was consideration for the reduc- 
tion of debt so as to take the case out of 


the American Dental rule. In McConway & 
Torley Corporation, 2 T. C. 593 [CCH Dec. 
13,444], the taxpayer was indebted to its 
parent corporation, which was in turn in- 
debted to another. In order to enable the 
parent to pay its debt, the parent cancelled 
taxpayer’s debt as a contribution to its 
capital, thereby enabling taxpayer to pay a 
dividend to the parent which it in turn used 
to pay its debt to the stranger. The Gov- 
ernment urged that the American Dental 
decision was inapplicable since the cancella- 
tion of debt was made for the purpose of 
enabling the creditor to obtain from the 
debtor the dividend with which to pay its 
own debt. The Tax Court rejected the 
argument.” 

The Tax Court said that whatever the 
motives of the creditor, it received nothing 
in return for the cancellation of the debt. 
Hence the cancellation was gratuitous.” 

In Chenango Textile Corporation v. Com- 
missioner, 148 F. (2d) 296 (CCA-2, 1945) 
[45-1 ustc J 9241], taxpayer borrowed secu- 
rities from one of its preferred stockholders, 
giving its note therefor. The securities were 
used in stock market speculations on which 
taxpayer had losses. In settlement of a suit 
by minority stockholders claiming that the 
transaction between taxpayer and the pre- 
ferred stockholder was ultra vires, the note 
was materially reduced. The Tax Court held 
the reduction in the debt to be taxable in- 
come and found that “there was substantial 
consideration flowing from all parties.” The 
Second Circuit reversed on the authority of 
the American Dental case, pointing out that 
the preferred stockholder had received noth- 
ing for the cancelled portion of the debt. 





2% In Helvering v. Jane Holding Corporation, 
109 F. (2d) 933 (CCA-8, 1940) [40-1 ustc § 9280]. 
a corporation was indebted to its stockholder, a 
trust. The trust was obligated not to distribute 
its assets to the beneficiary so long as the cor- 
poration was indebted to it. In order to enable 
itself to make a distribution to the beneficiary. 
the trust cancelled the corporation’s debt. This 
was held to be a cancellation for consideration 
and hence not a ‘“‘gratuitous’’ contribution to 
capital by a stockholder. 

% Here, as in the George Hall case the Tax 
Court found it unnecessary to decide whether 
the case also falls within the regulation treat- 
ing cancellation by a stockholder as a contribu- 
tion to capital. 

The McConway & Torley Corporation case 
also holds that the cancellation of liability for 
interest prevents its deduction from income for 
the year of cancellation but not for the preced- 


ing year. In Manhattan Soap Company, Inc., 
Tax Court memo decision (3/22/44), Docket 
Nos. 182, 112,632-3 [CCH Dec. 13,825(M)], the 


compromise of liability for Federal excise taxes 
did not prevent the deduction of such taxes for 
the year prior to compromise. 


In Liberty Mirror Works, 3 T. C. 1018 
(1944) [CCH Dec. 13,992], taxpayer owed 
money to a bank, secured by a mortgage on 
real estate. Taxpayer and the bank entered 
into an agreement under which taxpayer 
sold the property, giving the bank the pro- 
ceeds and a new note in a reduced amount, 
the balance of the debt being cancelled. The 
Government argued that the American Dental 
case did not apply since the agreement be- 
tween. the parties pursuant to which the sale 
was made indicated that the cancellation of 
the debt was not gratuitous. The Tax Court 
held for the taxpayer, saying that as the 
bank was already the equitable owner of the 
property, it got nothing from the debtor it 
was not entitled to, and the cancellation was 
therefore gratuitous. 


In S. H. DeRoy & Company, Tax Court 
memo decision (5/9/44), Docket No. 109,581 
[CCH Dec. 13,932(M)], two individuals 
bought the taxpayer’s stock, taxpayer’s de- 
bentures (together with accrued interest 
thereon), and taxpayer’s accounts payable, 
and assigned the debentures, interest, and 
accounts to taxpayer as a contribution to its 
capital. In order to obtain the funds with 
which to purchase the debentures and ac- 
counts, the individuals had borrowed the 
funds from the taxpayer. The cancellation 
of indebtedness was held not to result in 
income to taxpayer under the American Dental 
decision, the Tax Court holding that the 
assignment was a contribution to capital. 
The Government’s argument that the loan 
from the taxpayer to enable the stockholders 
to purchase its debt was consideration for 
the act of the stockholders in cancelling the 
debts was rejected. 


In Tanner Manufacturing Company, Tax 
Court memo decision (6/19/43), Docket No. 
110,068 [CCH Dec. 13,319(M) ], an indebted- 
ness by the taxpayer to its majority stock- 
holder was cancelled by her in order to 
enable the taxpayer to obtain a bank loan. 
The Tax Court held that the cancellation 
did not result in income to the corporation 
under the American Dental decision. The 
Government’s argument that there was con- 
sideration for the cancellation of the debt in 
that the corporation had transferred stock 
to the stockholder in later years was re- 
jected, the Tax Court finding that such 
transfers of stock in later years were in pay- 
ment for services. 


These cases indicate the extent to which 
the courts have gone in applying the rule of 
the American Dental decision to situations in 
which consideration might have been found 
for the cancellation of indebtedness. There 
have been only two decisions since the Amert- 
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can Dental case in which a cancellation of 
debt was held to be other than gratuitous 
—Reliable Incubator & Brooder Co. and Eliza- 
beth Operating Corporation, (both supra); 
the latter case turned on burden of proof.” 
The Reliable Incubator case (holding that 
prepayment of part of a debt is sufficient 
consideration to render cancellation of part 
of the debt taxable) is the only one pro- 
viding guidance as to what might constitute 
consideration taking a case out of the scope 
* the American Dental decision. In the 
pinion of the Circuit Court of Appeals for 
the Seventh Circuit in the American Dental 
ase, it is said that if the reduction in the 
taxpayer’s obligation for back rent had been 
inade in consideration of the taxpayer’s exe- 
cution of a new lease, there might have been 
onsideration for the cancellation rendering 
t other than gratuitous. There has as yet 
been no decision in which this view has been 
idopted, although the Reliable Incubator case 
points in the same direction. 


It would appear to be clearly settled by 
the American Dental case and subsequent de- 
cisions that where the creditor cancels the 
imount of indebtedness remaining after ap- 
plication against the indebtedness of pay- 
ments made by the debtor either in cash or 
in property, the cancellation of such excess 
is a gift which may not be taxed as income 
to the debtor. The field in which the scope 
of the American Dental rule is not yet clearly 
defined is that in which the debtor gives 
something of value to the creditor in ex- 
change for the reduction of debt not measure- 
able in money or money’s worth, such as the 
execution of a new lease, an agreement to 
continue making purchases from the cred- 
itor, or a Similar act or promise having rela- 
tionship to the future. It may be that even 
in this type of case the rule of the American 
Dental decision will be interpreted to mean 
that comparison must be made between the 
amount cancelled and payments by the debtor 
in money or in money’s worth, and that acts 
or promises of the debtor not measureable 
in terms of money will not be regarded as 
consideration rendering the cancellation non- 
gratuitous, except of course where the debtor 
renders services to the creditor. In the last 
mentioned situation, cancellation of in- 
debtedness is not actually involved, as the 
cancellation is in effect the payment of compen- 
sation for services. The regulation has always 
specifically stated that cancellation of debt 
in return for the rendition by the debtor of 


7 The statement in the text of course has no 
reference to the line of cases holding that in- 
come may be realized upon the repurchase of 
bonds at a discount. 


Cancellation of Obligations 


services is taxable income to the debtor.” 
Perhaps even under this regulation, it would 
be permissible for the debtor to show the 
value of his services, with the result that, 
if the amount of indebtedness cancelled ex- 
ceeded the value of the services, the balance 
could be treated as a non-taxable gift within 
the American Dental decision. The value of 
the debtor’s performance (prepayment of 
debt) was not inquired into by the Tax 
Court in the Reliable Incubator case; the Court 
took it for granted that the amount paid by 
the creditor for the prepayment, the amount 
of the cancellation, was the amount taxable. 


CONCLUSION 


The cases decided since the American 
Dental decision would appear to establish, 
as a general rule, that the cancellation of 
indebtedness does not result in income. 
While the statement of the rule in the Amer- 
ican Dental case is qualified by the require- 
ment that the cancellation be gratuitous, in 
most of the subsequent decisions in which 
the question was raised, the cancellation 
was held to be gratuitous. Under what cir- 
cumstances a taxpayer’s claim that the can- 
cellation was gratuitous will be denied is not 
made clear by these decisions. In theory, in 
the case where the cancellation is made by 
reason of a promise or act of the debtor 
having relationship to the future, no cancel- 
lation is involved but merely an exchange of 
a promise or act for the amount of the debt. 
In this view, a cancellation, where there is 
actually a cancellation as distinguished from 
an exchange, would always be gratuitous 
and, hence, exempt from income tax to the 
debtor under the American Dental case. Under 
the exchange approach, it may still be open 
(despite the Reliable Incubator case) to evalu- 
ate the debtor’s act or promise and to con- 
tend that the excess of the amount of 
cancellation over such value is not taxable. 

Neither the cases nor tax practitioners 
have accepted the views expressed in this 
article unreservedly.” Many cases disclose 





2 In Clarence W. Watson, Tax Court memo 
decision (10/20/44), Docket No. 108,716 [CCH 
Dec. 14,196(M)], monthly reductions in debt 
provided for by an employment agreement were 
held not to be taxable on the grounds that the 
debt reductions were not made in consideration 
of the services rendered and that taxpayer was 
insolvent. 

22See, for example, the discussion in Fifth 
Avenue-14th Street Corporation v. Commis- 
sioner, 147 F. (2d) 453 (CCA-2, 1944) [45-1 ustc 
79115]; Texas Gas Distributing Company, 3 
T. C. 57 (1944) [CCH Dec. 13,686]; H. J. Sparks, 
T. C. memo dec. (8/28/45), Docket No. 1830 
{CCH Dec. 14,741(M)]; Hanson & Van Winkle, 
T. C. memo dec. (3/10/44), Docket No. 594 [CCH 
Dec, 13,804(M)]. 


885 








that the courts and the tax practitioners in- 
volved were dealing with the subject as 
though the Kirby Lumber case still provided 
a rule of general application in cancellation 
of debt cases. It is believed that if the ap- 
proach suggested in this article were adopted, 


limiting the decision in the Kirby Lumber 


case to an affirmation of the regulation deal- 
ing with bond purchases, much of the con- 


fusion which has existed in this field of tax 
law since the decision of the Kirby Lumber 


case would be eliminated. 


_— 
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SOCIAL SECURITY ACT AMENDMENTS OF 1946 


The Social Security Act amendments 
of 1946, contained in Public Law No. 719 
which was approved by the President on 
August 10, make important changes in 
the Social Security Act, the Federal In- 
surance Contributions Act and the Fed- 
eral Unemployment Tax Act. A summary 
of these principal amendments follows: 


Social Security Taxes. Title I of the 
Act amends Sections 1400 and 1410 of 
the Federal Insurance Contributions Act 
to extend the present one per cent rates 
for employer and employee contributions 
for another year. Under the law as 
amended, the two and one-half per cent 
rate which was to become effective on 
January 1, 1947, will not apply until Jan- 
uary 1, 1948. 


Benefits in Case of Deceased World 
War II Veterans. Title II adds Section 
210 to the Social Security Act providing 
survivorship protection to the family of 
each World War II veteran for three years 
after his discharge from service. This 
section guarantees survivors of veterans 
who die within three years after dis- 
charge the same old-age and survivors’ 
insurance benefits they would have de- 
rived had the veteran been fully insured 
under old-age and survivors’ insurance, 
with $160 per month average wages and 
as many years of coverage as the cal- 
endar years in which the veteran had 
military service after September 16, 1940. 
The benefits provided will not be avail- 
able when death occurs in active military 
or naval service, nor will they be avail- 
able where a veteran is discharged after 
expiration of four years and one day 
following termination of the war. Such 
benefits are also barred where pensions 
or compensation is payable under veter- 
ans’ laws. 


Unemployment Compensation for 
Maritime Workers. Title III provides 
for permanent coverage of maritime em- 
ployment under state unemployment sys- 
tems and for temporary protection for 





persons whose maritime employment has 
been with the War Shipping Adminis- 
tration. An amendment to the Federal 
Unemployment Tax Act extends cover- 
age to maritime employment, with the 
same definition of maritime employment 
as was used in extending old-age and 
survivors’ insurance to such employment. 
The state in which operations of a vessel 
are regularly supervised, managed, and 
controlled is authorized to extend its 
unemployment compensation law to, and 
require contributions with respect to em- 
ployment of, seamen on such vessel. Ef- 
fective July 1, 1946, certain fishing 
services such as those exempt under the 
Federal Insurance Contributions Act are 
exempt from the federal unemployment 
tax (Fed. J 4488). 

The protection for persons whose mar- 
itime employment has been with the 
War Shipping Administration is provided 
for in a new title added to the Social 
Security Act. This title provides in gen- 
eral that such seamen shall receive the 
same benefits as would have been pay- 
able to them had their maritime employ- 
ment been under a state unemployment 
compensation law. Payments will be 
made pursuant to agreements made be- 
tween the states and the federal security 
administrator, the states being reimbursed 
for additional costs incurred in making 
payments under such an agreement. 
Only in the case of failure of such an 
agreement would direct payments be 
made to the seamen by the administrator. 


Wages. Under the law in effect prior 
to these amendments “wages” include 
the first $3,000 paid by an employer to 
an employee with respect to employment 
during a calendar year, irrespective of 
the year of payment. Title IV amends 
the definition of “wages” to include the 
first $3,000 paid by an employer to an 
employee during the calendar year, with- 
out regard to the year in which the em- 
ployment occurred. These amendments 
become effective January 1, 1947. 


[The End] 
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Taking Deductions 





\ ITH THE CANCELLATION of bil- 

lions of dollars in war contracts, con- 

| tractors and sub-contractors alike are 

| focusing their attention on reconversion. In 

returning from war to peacetime produc- 

tion, they know that substantial tax savings 

are available. They know, too, that many 

taxpayers will be entitled to large tax re- 

But how are these tax savings to be 

made? On what basis are refunds to be 

obtained? To answer these two all-impor- 

tant questions, it is necessary to engage in 
a review of the law itself. 


funds. 


We must first determine what constitutes 
conversion in a federal tax sense. Then, 
must look to the many reconversion 
costs which the taxpayer will encounter 
and decide which of these expenditures may 
be currently deducted for tax purposes, and 
which of them must be capitalized. We 
must inquire into such matters as repairs, 
reinstalling and relocating machinery, dis- 
carding property no longer useful, salvage 
values and worthless leases. We must de- 
termine in just what manner the special 
amortization provisions of the law dealing 
| with emergency facilities used during the 
war, affect the problems at hand. 


we 


When taxpayers have delved sufficiently 
into these subjects and responded to them 

f in an adequate manner, then, and only then, 
can they know where their tax savings are 
to come from and how their claims for tax 
refunds are to be justified. They will then 
be in a position, too, to determine whether 
or not it is advisable to take certain deduc- 
| tions at this time or to defer them to their 
greater tax advantage. 


Reconversion 


Reconversion from war to peacetime pro- 
duction presents many problems. This dis- 
cussion limits itself to but one of these 
problems, namely, federal taxation. A sim- 
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Saving Taxes 


Getting Refunds 


Your Reconversion Tax Problems 


By SAMUEL J. FOOSANER 


The author is a Newark tax attorney. This article is a reprint of a pamphlet 
published for the service of its members by the Manufacturers’ Association of 
New Jersey 


ple form of reconversion, as thought of in 
light of federal tax law, might be the chang- 
ing of the layout of a building. Where 
such a structure was especially adapted to 
do the wartime job, in its present design it 
is not likely to be capable of serving for 
peacetime production. 


Reconversion, viewed strictly from a fed- 
eral tax viewpoint, is nothing more or less 
than a restoring of plant and operating fa- 
cilities to substantially the same general 
posture in which they were before they 
were converted to war production. This 
restoration, however, need not be construed 
in its strictly literal sense. There will be 
many situations in which taxpayers, in re- 
converting to peacetime production, might 
initiate certain changes which are not out- 
and-out restorations of plant posture, as 
such. Similarly, there will be many oppor- 
tunities for alert taxpayers to expend large 
sums, not normally contemplated, and to 
obtain full tax deduction benefits for such 
outlays. A simple illustration of a change- 
over, not strictly a restoration, would be the 
following: 


Example: Before going into war produc- 
tion, the XY Company had some very 
heavy machinery located in Building No. 1, 
which had to be moved into Storage Build- 
ing No. 2, adjacent to Building No. 1. With 
the war over, the company decides that it 
can more effectively use the equipment in 
Building No. 7. To install the machinery 
in Building No. 7 will require several times 
the cost of returning it to its original loca- 
tion. This, essentially, is the reason why 
the machinery never was placed in Building 
No. 7. Taking advantage of its reconver- 
sion needs, the taxpayer decides to relocate 
the machinery in Building No. 7 to get the 
benefit of a current deduction for the full 
cost entailed. 


The foregoing example concerns the cost 
attached to moving machinery to be re-used 
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in peacetime production. But many of the 
problems entailing reconversion costs will 
not concern machinery but the buildings 
themselves and other structures. 


Reconverting Buildings 


To reconcile reconversion costs respecting 
buildings, the taxpayer must first know 
what is meant by the term “building.” 

The Department of Internal Revenue con- 
siders the term “building” to include pip- 
ing, wiring, fixtures and other building 
equipment, which constitute an integral part 
of the structure and are necessary for the 
general purpose for which the building 
would ordinarily be used in peacetime pro- 
duction. The Treasury states that such 
equipment may include plumbing and toilet 
facilities; water, sewer and drain pipes; 
sprinkler and fire protection systems; power 
wiring from connection with main line sys- 
tems to wall outlets; lighting, wiring and 
heating systems. Heating systems, toilets, 
furnaces and accessories are included where 
installed within the structure. Ventilating 
systems, elevators, fire escapes and steel 
floor plates which serve as part of the floors 
are also included in the term “building.” 

Where, in converting to war production, 
any pert of the building was demolished by 
the taxpayer, ordinarily the taxpayer was 
entitled to deduct the undepreciated cost of 
the property so demolished in computing the 
net income for the taxable year in which 
the demolition took place. 

Example: In making alterations in order 
to convert to war production, the taxpayer 
tears out a wall, or discards the floors, or 
changes the roof and ceiling of a building. 
The depreciated cost of that portion of the 
building so demolished constitutes a proper 
deduction in computing net income in the 
vear when the demolition takes place. 


In many instances, establishing the unde- 
preciated cost of the part of the building 
removed or demolished * presented practical 
difficulties. Where the taxpayer could not 
establish the loss resulting from removal or 
demolition, or found it practically difficult 
to establish such loss, it can obtain a tax 
benefit upon reconverting to peacetime pro- 
duction. This benefit may now be taken in 
the form of a deduction in an amount equiva- 
lent to the cost of replacing and restoring 
to their original condition the portions of 
the building which were removed or de- 
molished. Simultaneously, cognizance 


1Treat Hardware Company, 6 BTA 768 [CCH 
Dec. 2325]. 
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should be taken for the earlier demolition 
cost. In other words, the entire cost of 
making the restoration or replacement made 
necessary by the removal or demolition, 
will comprise a deductible loss in the tax- 
able year in which reconversion to peace- 
time production occurs. This loss deduc- 
tion opportunity applies even where the 
taxpayer does not claim any deduction for 
the loss in the taxable year of removal or 
demolition. 


It is to be noted, however, that where 
part of the building previously removed or 
demolished is replaced, upon reconverting 
to peacetime production, with a new and 
improved type of material or device, con- 
sideration must be given to this fact. The 
‘Treasury’s position is that in computing net 
income for the taxable year of reconversion, 
the amount of the deduction shall not ex- 
ceed a reasonable estimate of the amount 
necessary to restore the part of the build- 
ing removed or demolished to its original 
condition. 


Example: The taxpayer tears out a wooden 
floor and decides, upon reconverting to 
peacetime production, to replace it with a 
heavy, concrete floor. The amount allow- 
able as a deduction would be the reasonable 
estimate of the cost to replace his wooden 
floor, rather than the concrete floor which 
is being substituted. 


New Heating Systems, Etc. 


Where a taxpayer installs a new heating, 
sprinkler or ventilating system, it is not en- 
titled to a full deduction in the taxable year 
for such expenditure. In such cases, the 
amount of the loss deductible for the tax- 
able year is limited to the cost encountered 
with respect to the old system which was 
discarded. The taxpayer is entitled to de- 
duct currently the full cost of removing and 
relocating any of the building equipment 
when it was moved from a particular loca- 
tion or position for war production purposes. 
Such essential in reconverting to 
peacetime production, are deductible as 
comprising ordinary and necessary ex- 
penses incurred in the conduct of the 
taxpayer’s trade or business.” For a like rea- 
son, the taxpayer is also entitled to deduct 
the costs of reinstalling any building equip- 
ment which was removed and stored during 
the war production period. 


Example: Changing of pipes, wiring and 
electrical units; relocating of building fix- 


costs, 


* Section 23(a), Internal Revenue Code. 
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tures generally; returning equipment which 
has been placed in storage to proper posi- 
tion in plant for peacetime purposes. 


Moving Machinery 


The Treasury Department recognizes 
that in the reconverting to peacetime produc- 
tion many taxpayers will have to move and 
rearrange a great deal of their machinery. 
Where such machinery was removed from 
a particular plant in converting to war pro- 
duction, the cost entailed in moving it back 

the plant, constitutes a deductible one for 
tax purposes. The same tax privilege applies 
where a cost is encountered in moving ma- 
chinery from one location to another within 

plant itself. 


(he machinery installed by a contractor 
war production purposes may now be 
used by it for postwar production. This 
loes not change the tax rule. The one ex- 
ception to the rule concerns government- 
owned machinery. If the government itself 
is obligated to remove the machinery under 
a contractual arrangement with the tax- 
payer, the taxpayer is not entitled to a de- 
duction for the cost of moving the machinery 
which he previously acquired. 








Example: 


Reinstalling Machinery 


Ordinarily, when a machine is purchased, 
installing it is considered as comprising part 
of the original cost of the machine itself. 
The machine purchase being a capital ex- 
penditure, tax deductions both for this and 
the installation cost must be taken over the 
useful life of the machine. This is based on 
the theory that the installation outlays con- 
stitute an improvement* to the machine 
itself. 

Example: Machine costs $50,000. The in- 
stallation cost is $6,000, and the total cost 
$56,000, to be capitalized over the life of 
the machine. 


In some cases, where extremely heavy 
machines are installed, they require new 
foundations to support them. Separate ac- 
counts can be kept for installation charges 
and the cost of the foundations. 


Where, upon reconverting to peacetime 
production, the original foundations and in- 
stallations are removed, a deduction can be 
taken in computing income taxes in the year 
of-removal. This deduction can be in an 
amount equivalent to the cost of the orig- 
inal foundations and installations, less de- 
preciation or amortization to the date of 
removal and less salvage value. 





Original Original 
Foundation ; Installation 
$4,000 Original cost ee eee eu $6,000 
1,000 Less: Depreciation to date of removal 1,500 

0 Less: Salvage value at date of removal ae 0 
$3,000 Deduction in taxable year of removal....... $4,500 


Total deduction for foundation and installation 


in year of removal ....... 








Where machinery installed for war pur- 
ses has been moved and reinstalled, and 
he entire cost of the original installation is 
being recovered under the special amortiza- 
tion provisions of the law,’ the reinstalla- 
ion cost is not deductible in the taxable 
year of reconversion. Such reinstallation 
cost must be capitalized over the life of the 
machinery, as part of the cost of the ma- 
chinery itself. 

Example: A machine is installed at the 
cost of $40,000; installation cost is $5,000. 
-ntire $45,000 cost is being amortized over 
a sixty-month period. In 1945, upon recon- 
verting to peacetime production, moving 
and reinstallation cost of machine is $8,000. 
This $8,000 must be capitalized as part of 
the original cost. 


1 
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Where new machinery is substituted for 
old machinery upon reconverting to peace- 
time production, the costs of installing the 
new machines and any other machinery 
are covered by the general rule of tax 
law, and these costs comprise capital ex- 
penditures. So too, the cost of reinstalling 
government-owned machinery, which is ac- 
quired by the taxpayer and moved by it, 
comprises a capital expenditure to it. 


It is to be particularly noted that where 
the original installation cost was not de- 
ducted upon converting to war production 
in the taxable year in which the machine 


3 MacAdam and Foster, Inc., 8 BTA 967 [CCH 
Dec. 2981]. 


* Amortization, under Section 124 of Internal 
Revenue Code, as amended. 
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was moved, the cost of reinstalling such 
machine is deductible from taxable income 
in the year in which the cost is incurred. 


Repairs 


Costs encountered with respect to inci- 
dental repairs made necessary in connec- 
tion with reconversion, are deductible 
expenses for federal tax purposes. Exam- 
ples of such types of repairs are painting, 
replacing of broken or weakened parts of 
machinery, replacing of defective portions of 
a wiring system, or of broken or worn-out 
rails in transportation facilities. 

Current tax deduction for repairs are lim- 
ited to those outlays which do not result 
in materially adding to the value, or appre- 
ciably prolonging the life, of the property 
being repaired. The cost deductions here 
must also be considered in light of any con- 
tractual arrangements which the taxpayer 
may have. If, for example, it has a binding 
agreement, under the terms of which it is 
entitled to be reimbursed for the repairs 
which it makes, then it is not also entitled 
to deduct the cost of the repairs for federal 
tax purposes. 


Removing War Facilities 
and Materials 


The costs of removing war facilities and 
materials from its plant by a contractor in 
the course of reconverting from wartime to 
peacetime production are deductible in com- 
puting the net income for the taxable year 
in which such costs are incurred. Where a 
facility is subject to special amortization 
deductions over the sixty-month period® 
then the cost of removing such facility is 
deductible only to the extent that it exceeds 
the value of the facility at the time of 
removal. 

Example: A facility costs $20,000 in 1942. 
Special amortization deductions for the 
years 1942, 1943 and 1944 at the rate of 
$4,000 a year, total $12,000. Amortized 
value is $8,000 and salvage value $1,000. 
The cost of removing such a facility cannot 
exceed $7,000, for tax deduction purposes. 


Loss and Abandonment 
of Facilities 
Many taxpayers will find that upon recon- 


verting to peacetime production the useful 
value of particular facilities will no longer 





5Section 124, 
amended. 


Internal Revenue Code, as 





exist. In such cases, they will be entitled 
to deductible losses. Should the taxpayer 
desire to obtain a full loss for the discarded 
facility, it will have to establish two facts, 
First, it will be required to substantiate the 
actual abandonment of the facility; second, 
it will have to compute its “adjusted basis” 
as of the date on which it is abandoned. 


Where there is a sale or other disposition 
of property, in determining the gain or loss 
which results, the cost of the property, as 
depreciated, must be further adjusted. In 
this way, we arrive at what is known as the 
“adjusted basis.” 

To determine adjusted basis, there must 
be strict adherence to the language of the 
statute.’ Generally, the further adjustment 
referred to shall be for expenditures, im- 
provements or additions to the property, less 
charge-offs or deductions from the value of 
the property. Just what the adjusted basis 
will be in a given case, will depend upon the 
particular property concerned, and upon all 
the facts respecting it. 

Example: A machine was purchased for 
$10,000. Improvements to the machine cost 
$2,000. Another $2,000 was expended in 
perfecting the machine. A portion of the 
machine, evaluated at $1,000, was destroyed 
by fire. Assuming that no depreciation had 
been encountered, the adjusted basis would 
be as follows: 


Cost of machine $10,000 
Improvements 2,000 
Additional expenditure 2,000 
Total investment $14,000 
Less: Damage resulting from fire 1,000 
Adjusted basis $13,000 


Actual Abandonment 


To determine what constitutes abandon- 
ment of a facility, resort must be made to 
the general rules of the federal tax law. 

Where a facility is discarded as a result 
of a sudden termination of its useful value, 
the taxpayer has a deductible loss for tax 
purposes. The amount of the loss will be 
the depreciated cost of the facility so aban- 
doned, less its salvage value.’ 

Example: The XY Company purchased 
a machine for $10,000 in 1941, for use in 
wartime production. It was discarded on 





6 Section 113(b), Internal Revenue Code. 

7 Dilling Cotton Mills, 2 BTA 127 [CCH Dec. 
554]; Safe Guard Check Writer Corp., 10 BTA 
1262 [CCH Dec. 3680] (acq.); Shiner Oil Mill & 
Manufacturing Co., 11 BTA 805 [CCH Dec. 
3875] (acq.). 
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August 1, 1945. The depreciated value of 
the machine, with due regard for all im- 
provements, as of the date on which it was 
discarded, was $4,500. It has a salvage 
value of $500. The taxpayer is entitled to 
take a loss, in computing its income in 1945, 
in the amount of $4,000.° 


The same rule that applies to machinery, 
applies to other items of property which 
are abandoned. Thus, where electric wir- 
ine, fixtures and other equipment are dis- 
carded or abandoned by the taxpayer upon 
change of location, it is entitled to a deduc- 
tible loss in the year the facility is aban- 
doned.® Generally, wherever a taxpayer has 
properties, of whatever character, which it 
used during the war and which it must aban- 
don or discard because they will not serve 
in peacetime production, loss deductions 
may be taken for income tax purposes. 


Depreciated Basis 


The Treasury Department has set forth 
schedules for estimating the useful life of 
property used in trade or business. Based 
on the useful life, they permit the taxpayer 
a reasonable allowance for exhaustion, wear 
and tear, and obsolescence of the property 
used for the production of income. The de- 
preciation allowance itself may be deducted 
from gross income, for income tax pur- 
poses.” In this manner, the taxpayer re- 
covers his full cost of the property. 

In other words, by setting aside or charg- 
ing off a certain amount each year, in ac- 
cordance with a consistent plan, at the end 
of the useful life of the property the total 
of the sums taken in depreciation plus the 
salvage vaiie, will equal the cost, or other 
basis of the property at the time it is finally 
abandoned. 

While the Treasury has set up schedules 
for amounts of depreciation to be taken 
based on the estimated useful lives of differ- 
ent kinds of property,” a uniform rate of 
depreciation need not necessarily be fol- 
lowed.” 


Accelerated Depreciation 


Notwithstanding the ordinary estimated 
life of property used in trade or business, 


S American Bag Company, 21 BTA 128 [CCH 
Dec. 6436] (acq.). 

°*Kay Manufacturing Company, 18 BTA 753 
[CCH Dec. 5749] (acq.).; affirmed CCA-2, 58 F. 
(2d) 1083. 

“See Income Tax Regulations 111, Section 
29.23(1)-1. 

1 Bulletin ‘‘F’’ (Rey. January, 1942). 

“See Regulations 111, Section 29.23(1)-1. 
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because the war and the tremendous pres- 
sure to produce, in many instances deprecia- 
tion occurred at a greatly accelerated pace. 
Under these circumstances, taxpayers were 
permitted to take what was known as “ac- 
celerated depreciation.” 


Example: A machine, normally geared to 
run forty hours a week, was operated at 
eighty hours a week. It was operated with 
inefficient help, and for purposes other than 
for which it was adapted. Because of pres- 
sure of production, repairs were not made 
when they were needed. 


It is to be noted that any or all of the 
above factors obviously could result in a 
shorter life of the machine. Where the tax- 
payer took depreciation on an accelerated 
basis, full consideration must be given to 
this fact. Here, the so-called adjusted de- 
preciated basis for the machine will be the 
value as determined, after first allowing for 
the full amount of the accelerated depre- 
ciation taken. 


Salvage Value 


A consistent position must be followed in 
fixing salvage value. The taxpayer cannot 
say in one breath that the salvage value of 
a machine about to be discarded is $50.00, 
and then proceed to dispose of it for $500. 
If it is sold for $500 at the time of abandon- 
ment, that sum, for tax purposes, is its 
salvage value. 


Worthless Leases 


During the course of the year, many con- 
tractors and sub-contractors found it neces- 
sary to lease additional space for war 
production purposes. Where this occurred, 
and the requirement for the use of this space 
under these leases terminated upon the end 
of the war, the leases, from an economic 
viewpoint, became worthless. And yet, as 
lessees, these taxpayers may be legally 
bound for rental payments, or, alternatively, 
may be required to make rent payment set- 
tlements. Where the taxpayer relinquishes 
all its right, title and interest under the 
lease, it is entitled to a tax deduction to the 
extent of its financial loss, upon the aban- 
donment of the lease.” 


As in other cases of abandonment of prop- 
erty, where a taxpayer seeks to obtain a 
loss in an amount sustained as a result of 
the abandonment of the lease, either in 
whole or in part, it must prove actual aban- 
donment. 





13S, M. 5700 B-1, C. B. 241; I. T. 2289, V-1, 
C.. B.. 241. 
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Abandonment of Patents 


In the same manner that a particular item 
of tangible property used in trade or busi- 
ness, or a lease, might be abandoned, so, 
too, a patent can be abandoned. Generally 
patents are subject to depreciation ™ over 
the life of the patent. Where, however, the 
useful value of the patent is lost, the full 
loss may be taken in the taxable year when 
this occurs. 

During the war, many contractors and 
sub-contractors employed the use of patents 
solely for war purposes. With the end of 
the war, the full amount of the value of such 
patents, on their depreciated bases, can be 
taken in the form of loss deductions, upon 
reconversion to peacetime production. 
Where the value of the patent was merely 
reduced by the end of the war, only a par- 
tial tax loss may be obtained.” To obtain 
the loss, in any case, evidence of the aban- 
donment must be established.” 

Where the patent was used solely in con- 
nection with the war effort little difficulty 
respecting the necessary proof should be 
encountered in establishing the loss at the 
time of abandonment. Where the patent 
possessed both wartime and peacetime val- 
ues, the taxpayer has the burden of estab- 
lishing the amount of partial loss sustained 
by it. 

The same rules which apply to patents 
generally apply to drawings, models, de- 
signs and patterns. Upon loss of useful- 
ness, a full deduction is merited.” 


Taxpayer Contractual Costs 


Where the taxpayer, as lessee, is under 
an obligation to restore any part of the 
premises to substantially its former condi- 
tion, the entire cost of making such restofa- 
tion is deductible in computing its net 
income for the taxable year in which such 
cost is incurred. Such an outlay is pre- 
sumed to result from a bona fide, legally 
binding agreement, and hence, comprises 
an ordinary and necessary business expense. 


Costs Not Borne by Taxpayer 


A taxpayer who is to be reimbursed for 
any item of reconversion cost it incurs, is 
not entitled to a deduction for such expendi- 


4 Income Tax Regulations 111, Section 29.23 
(e)-7. 


15 Consolidated Window Glass Company, 1 
BTA 364 [CCH Dec. 138]. 
16 Rae, TC memo. op. [CCH Dec. 13,159(M)]. 


Income Tax Regulations 111, Section 29.23 
(e)-8. 





ture in any taxable year. This is in accord- 
ance with the basic principles of federal 
tax law. 

Example: A taxpayer is required to move 
certain machinery at a cost of $5,000. Un- 
der a binding agreement, it is to be reim- 
bursed for the sum expended. Since the 
$5,000, when received, will fully repay it, 
and since this money will not constitute 
taxable income, it is not entitled to deduc- 
tion for the cost incurred. 


Advertising 


Many taxpayers engaged in the war effort 
refrained completely from advertising. 
Some of those who did advertise, did so on 
a reduced scale. In getting back into peace- 
time production, such taxpayers may con- 
template substantial programs. This opens 
the door for extensive advertising cam- 
paigns now. Such procedure may be tied 
in with reconversion. 


Where a taxpayer can show, through 
either established prewar policy or essential 
postwar plans, or where it can justify, 
through other reasons of business purpose, 
substantial outlays for advertising costs, all 
expenses in this connection may be de- 
ducted in the year when incurred. In other 
words, an extensive advertising campaign, 
undertaken over a short period, may be 
supported as being a necessary reconversion 
cost where it can be shown that it is essen- 
tial because of the long period which elapsed 
in which little or no advertising was done. 


Other Reconversion Expenditures 


Reconversion costs through which tax 
savings can be made would be very strictly 
construed if they were interpreted to mean 
only restoration costs as set forth within 
the four corners of statutory law. If we 
consider pent-up plans and the fact that 
taxpayers are again engaged in open competi- 
tion for the public market, numerous ex- 
penditures might be incurred and justified 
as being currently deductible. Attempt is 
not made here to cite the many tax deduc- 
tion possibilities available to the taxpayer. 
Every case must be studied in light of the 
facts which it presents. No general rule is 
laid down. 


Special Amortization Discussion 


Reference has been made to special amor- 
tization provisions under the law. Under 
these provisions, taxpayers have been al- 
lowed to apply for the right to amortize 
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war facilities over a period of sixty months.* 
Taxpayers who took advantage of these 
special provisions were also given the right 
to make an election to terminate the amor- 
tization period in less than sixty months. 
This period could be terminated at any time, 
at the end of whatever month in which the 
Secretary of War, or of the Navy, duly cer- 
tified that the emergency facility had ceased 
to be necessary as such in the war effort. It 
could also be terminated upon the ground 
that the President of the United States 
proclaimed the ending of the emergency 
period. The law provides that if either one 
of these two declarations occurred, the tax- 
payer could elect to amortize the emer- 
gency facility over a period less than sixty 
months. Upon recomputing its tax for the 
then elapsed special amortization period, 
it could thereby gain the benefit of increased 
tax deductions. 

President Truman terminated the emer- 
gency period for amortization of war facili- 
ties as of September 29, 1945. This being 
done, all taxpayers with emergency facilities 
operating under the special amortization 
privilege, are now entitled to recompute 
their amortization deductions. In doing so, 
they may consider September 30, 1945, as 
the last date of amortization. Deductions 
may then be computed over the period from 
the beginning amortization date and Sep- 
tember 30, 1945. This is special relief to 

























which taxpayers are entitled under the 
law. In addition to this relief, which 
was already provided in the Internal 
Revenue Code, other beneficial provisions 
were introduced through the New Tax Ad- 
justment Act of 1945.% Taxpayers may 
now make application for speeded-up re- 
funds. Here is how the special amortization 
provisions can now be applied. 


Example: On January 1, 1943, the E. M. 
Corporation had an emergency facility hav- 
ing an adjusted basis (cost plus improve- 
ments, less depreciation, etc.) of $660,000. 
Based on a sixty-month amortization period, 
it amortized the facility at the rate of $11,000 
a month, or $132,000 a year. 


On September 29, 1945, the President ter- 
minated the emergency period with respect 
to amortization of war facilities. The E. M. 
Corporation elected to terminate the amor- 
tization period for its facility as of Septem- 
ber 30, 1945. By electing so to terminate 
on that date, the E. M. Corporation reduced 
the amortization period to thirty-three 
months. It is entitled now to recompute its 
amortization deductions for the entire thirty- 
three-month period. Thus, on a recomputed 
basis, upon spreading the $660,000 over the 
years 1943, 1944 and 1945, it will be entitled 
to take an amortization deduction of $20,000 
a month for thirty-three months, instead of 
$11,000 a month for sixty months. 





Amortization 
on 60-month 


Year plan 

1943 $132,000 
1944 132,000 
1945 99,000 


(9 months) 





Adjusted amortization 
recomputed over 
33-month period 


Additional deduction 
due corporation 


$240,000 $108,000 
240,000 108,000 
180,000 91,000 





From the example cited, it can be seen 
that with the benefit of the recomputed 
amortization deductions substantial tax re- 
funds may be forthcoming. This is due to 
the fact that in the tax returns filed by the 
E. M. Corporation for the years 1943 and 
1944, only $132,000 in each year was taken 
by way of a deduction for the amortized 
emergency facility. Going back now, the 
E. M. Corporation may take additional de- 
ductions of $108,000 for each year with re- 
sultant tax refunds being in order. 


In certain cases, it will be to the definite 
advantage of the taxpayer to elect immedi- 


18 Section 124, Internal Revenue Code. 
See 454 CCH {i 6328. 
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ately to end the amortization period of the 
war facility concerned. In other situations, 
it might prove far more advantageous from 
a tax standpoint to defer this election. The 
taxpayer should consider every aspect of 
its tax problem before determining as of 
what date to terminate the amortization 
period of the war facility. 


General Tax Rules Applicable 


While many special provisions must be 
observed by the taxpayer who is faced with 
reconversion tax problems, it is still subject 
to the general rules of tax law. Thus, for 





20 Section 124(j) of Code, added by this Act. 
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example, whatever costs are sought to be 
deducted in a given taxable year, must be 
substantiated as being both ordinary and 
necessary, paid or incurred, in the conduct 
of the taxpayer’s trade or business.” 


All of the comments with respect to re- 
conversion must be read in light of the law 
dealing with deductions for permanent im- 
provements. Where the expenditure is for 
an improvement which will materially in- 
crease the life of the property (subject to 
the exceptions hereinbefore cited), it is not 
one which will be allowed as a current de- 
duction. Such an improvement is looked 
upon as a long-term investment and a capi- 
tal expenditure to be added to the basis of 
the property and charged off in the form of 
depreciation.” 

Thus, if in the course of reconversion a 
new building is constructed, its cost must 
be capitalized over the period of the life of 
the building. The fees of an architect re- 
specting the construction of sucha building 
are part of the cost of the building itself, 
and are to be capitalized. 


Where, on the other hand, a building is 
planned and later the plans are abandoned 
within that taxable year, the architect’s fees 
incurred may be deducted as a current ex- 
pense in that year.” 


Individual taxpayers engaged in trade or 
business, either as sole proprietors or mem- 
bers of partnerships, can effect substantial 
federal income tax savings through their 
reconversion expenditures. Corporations 
can enjoy the benefit of the deductions for 
both federal income and excess profits tax 
purposes. 


Where the costs of reconverting from war 
to peacetime production in a given taxable 
year result in a loss to the taxpayer, he may 
be able to carry back this loss to prior years 
or carry it over to future years, thereby 
enjoying tax savings. In addition to apply- 
ing current losses to other years, corpora- 
tions can use their unused excess profits tax 
credits to obtain susbtantial tax refunds. 


Refund Opportunities 
The war years were high federal tax in- 


come years for war contractors and sub-con- 





1 Section 23(a)(1), Internal Revenue Code. 
22 Income Tax Regulations 111, Section 29.24-2. 


23 Kemper Military School v. Cruchley, 274 
Fed. 125. 

*% Murphy Transfer & Storage Company, 7 
BTA 1148 [CCH Dec. 2737] (acq.); Continental 
Trust Company, Fourth National Bank, 7 BTA 
539 [CCH Dec. 2584]. 
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tractors alike. Substantial decreases in gross 
income can be expected for many taxpayers 
for at least a brief period following victory 
over Japan. Where such decreases in busi- 
ness activity result in net operating losses 
to a taxpayer, it is in a position to obtain 
a refund or refunds of taxes theretofore 
paid. Under certain circumstances, it may 
also be able to apply such losses against 
future profits, thereby exempting such sums 
which are yet to be earned from income 
taxes. 


Net Operating Losses 


The term “net operating loss” is a techni- 
cal one. Essentially, it means net economic 
loss. To arrive at the net economic loss, 
a number of factors, inclusive of excess of 
percentage over cost depletion, wholly tax- 
exempt interest less interest disallowed, and 
“net operating losses” of a prior year, must 
be considered. All this is set out under 
the statute, which must be closely fol- 
lowed. 


No attempt is made to offer a detailed 
explanation of this term in this discussion. 
Suffice to say, that in ascertaining net oper- 
ating losses, all of the exceptions and limi- 
tations must be first observed before it can 
be stated that a “net operating loss” actu- 
ally exists. 


All taxpayers engaged in trade or busi- 
ness, whether operating as corporations, 
partnerships or sole proprietorships, are en- 
titled to receive the benefit of “net operating 
losses.” Where such losses occur, they 
can be applied to several years of operations 
of the taxpayer. A net operating loss sus- 
tained in 1945, for example, can be recog- 
nized for tax purposes in the years 1943, 
1944, 1946 and 1947, because under the 
law * such a loss may be carried back for two 
years and then, in some cases, may be car- 
ried forward two additional years. 


A taxpayer proceeds by carrying back its 
net operating losses to the two preceding 
taxable years, having these losses apply 
against the income earned in those years. 
The net operating loss of a given year must 
first be carried back to the second preceding 
year. If the loss more than offsets the in- 
come of the second preceding year, the ex- 
cess of the loss may be applied against the 
first preceding year. 





* Section 122, Internal Revenue Code. 


26 Western Wheeled Scraper Company, 14 BTA 
496 [CCH Dec. 4547] (acq.). 
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Example: Y Corporation has the follow- 
ing net income and net operating losses: 


1942 net income ............. $20,000 
[O43 net mMComie ......4... 56555. 30,000 
Pp oa cred od ioe ile es 25,000 
POMS RE io rsicta iy ahs Seeaalons 25,000 


The 1944 net operating loss of $25,000 
must first be carried back to 1942. This 
will completely absorb the $20,000 net in- 
come earned in that year. It will then leave 
$5,000 of the net operating loss of 1944 to 
be applied against the net income earned in 
1943. The $25,000 net operating loss of 
1945 can then be carried back to absorb the 


entire $25,000 of the net income earned in 
1943. 


Under the foregoing example, there will 
be no taxable net income for any of the 
years 1942, 1943, 1944 and 1945. This tan 
be readily seen in that the losses for the 
years 1944 and 1945 (both of which can be 
carried back) offset the total net income 
for the years 1942 and 1943. Where the 
taxes have been paid for the years 1942 and 
1943, the taxpayer will be entitled to a re- 
fund based upon the net operating loss 
which was carried back to those years. 
Here is how the refund would be reconciled. 





Example: Y Corporation: 





Income Taxes Income After 
Year Reported Paid Loss Applied Refund Due 
1942 $20,000 $5,300 0 $5,300 
1943 $30,000 $9,400 0 $9,400 
Two Years Back, year 1945. It would also have a carry-over 


and Two Years Forward 


The maximum period for which a net op- 
erating loss may be carried back is two 
years, and this loss may not be carried 
back to any taxable year beginning before 
January 1, 1941. 


Where the “net operating loss,” incurred 
in a given year, more than absorbs the net 
income of the two preceding years, the por- 
tion of the loss which is not applied against 
the two preceding taxable years may then 
be carried forward to the two succeeding 
taxable years.” 


Example: 


Z Corporation: 


1942 net income $10,000 
1943 net income .... 15,000 
1944 loss oe 40,000 
1945 net income . 8,000 
1946 net income .. 12,000 


The 1944 net operating loss will be car- 
ried back first to the year 1942, absorbing 
the entire $10,000 of the net income of that 
year; then to 1943, absorbing the entire 
$15,000 of the net income; then to 1945, 
absorbing $8,000 of the net income, leaving 
a net operating loss of $7,000 to be applied 


against the $12,000 net income earned in 
1946, 


Under the foregoing circumstances, the 
Z Corporation could obtain refunds for the 
years 1942 and 1943, and it would not be 
required to pay any income taxes in the 


** Section 122(b), Internal Revenue Code. 


Your Reconversion Tax Problems 


of $7,000 of the 1945 net operating loss to 


1946, thereby reducing its taxable income 
of 1946 to $5,000. 


Where the net operating loss has been 
applied against both the two preceding years 
and the two succeeding taxable years, and 
has offset all of the net income of these four 
years with a net operating loss still remain- 
ing, no benefit can be had as to this remain- 
ing net operating loss. 


Example: 

1942 net income $10,000 
1943 net income 10,000 
1944 loss. ........ 50,000 
1945 net income .. 7,000 
1946 net income ..... 8,000 


By applying the 1944 loss, first to the 
year 1942, then 1943, then to the years 1945 
and 1946, it can be seen that this $50,000 
loss absorbs the net income of the four years 
and still leaves a $15,000 net operating loss. 
Since the carry-back and carry-over pro- 
visions extend only to the two preceding 
years and two succeeding years, no benefit 
can be obtained from the excess $15,000 
net operating loss. 


Refunds of Excess Profits 
Taxes Paid 


Only corporations are subject to excess 
profits taxes. They alone, therefore, are 
entitled to the excess profits tax credit. 
Taxpayers have determined their excess 
profits tax credits in one of two ways. A 
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corporation could establish its excess profits 
tax credit either through what is known as 
its income credit or through its capital in- 


vestment. The first basis for the credit looks 
tothe corporation’s average earnings as de- 
termined from its base period years (1936- 
1939).% The second looks to the capital 
invested by it and permits a fixed percentage 
of return.” Both methods are subject to 
the numerous provisions contained in the 
law.” 

Under either the average earnings or the 
capital investment method, a corporate tax- 
payer is also entitled to the specific excess 
profits tax exemption, in addition to its 
credit, in computing its excess profits taxes. 
Prior to 1944, this specific exemption was 
$5,000, and the tax rate on excess profits 
was ninety per cent. In 1944, the exemption 
was increased to $10,000 and the rate to 
ninety-five per cent. Under the Revenue 
Act of 1945 (the “1946 Tax Reduction 
Law’), the excess profits tax has been re- 
pealed for 1946 and subsequent years. 


Carry-back of Excess Profits 
Tax Credit 


Corporations which have been subject to 
excess profits taxes are entitled to carry-back 
unused portions of these credits. Thus, 





where a corporation, upon reconverting 
from war to peacetime production, has an 
excess profits tax credit which exceeds its 
excess profits tax net income, it ‘can get a 
refund. To obtain such refund, an 
amended return (or returns) must be filed 
for the year or years in which the unused 
portion of the excess profits tax can be taken, 


To ascertain the amount of the refund, 
it is first necessary to know the amount 
of the excess profits taxes which were pre- 
viously paid. As in the case of the net oper- 
ating loss carry-backs, the unused portion 
of the excess profits tax credit can be car- 
ried back for two years.” The unused 
credit * must first be applied to the second 
preceding year, and then to the year next 
preceding. 


Obtaining benefit of the unused portion 
of the excess profits tax credit can be illus- 
trated by the examples which are set forth 
below. 


In 1943, the P Corporation earned $600,000. 
It calculates its excess profits tax credit on 
the average earnings or income credit 
method. Its average earnings in its base 
period years (1936-1939) were $200,000. It 
is entitled to an excess profits tax credit of 
ninety-five per cent of its average earnings, 
or $190,000. Thus, we have: 





Example No. 1 


Year 19 13 


Excess profits net income 


Less: Excess profits credit (95% of $200,000) 
Less: Excess profits specific exemption in 1943 


Adjusted excess profits net income 


$600,000 
. $190,000 
5,000 
195,000 
$405,000 


90% tax rate, less 10% postwar refund, or net rate of 81%. 


Net excess profits tax 
Normal income and surtax: 


$328,050 


40% of full amount exempt from excess profits taxes, 1. e. 40% 


of $195,000 


Total income and excess profits taxes 


78,000 


$406,050 





Reconversion and 
Decreased Income 


From January 1 to August 10, 1945, the 
P Corporation earned $300,000. With the 
coming of V-J Day, it immediately began 
reconverting to peacetime production. It 
abandoned several large pieces of equipment 
at a loss of $50,000. It was compelled to 





28 Section 711(a)(1), Internal Revenue Code. 
2% Section 711(a)(2), Internal Revenue Code. 
3% See Sections 711, 714, 715, 716, 717, 718, 719 


and 720 of Internal Revenue Code. 
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September, 1946 e 


relocate a number of machines at a cost of 
$40,000 and reconvert two of its buildings. 
Inclusive of wiring, plumbing, and other 
required work, this outlay amounted to 
$60,000. Repairs to the plant generally 
totalled $20,000, and its operation with a 
reduced personnel for the balance of 1945 
cost $80,000. After taking all expenses de- 
ductible in the year 1945, the corporation’s 
net earnings, before taxes, were $50,000. 





31 Section 710(c), Internal Revenue Code. 
3% Section 710(c)(2), Internal Revenue Code. 
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Observing that the P Corporation’s ex- 
cess profits credit is $190,000, it can be seen 


Example No. 2 


Excess profits credit . 
Excess profits net income in 1945 


Unused excess profits credit ... ae 
The specific exemption does not comprise part of the credit.) 


(Note: 


Based on its net income in 1945, the 
P Corporation can file an amended return 
for 1943 and obtain a refund from its unused 


Example No. 3 


Excess profits net income for year 1943 .. 
Less: excess profits credit for year 1943 
Less: excess profits credit for 1945 carried back to 1943 
Less: specific exemption allowed in 1943 


Adjusted excess profits net income for 1943 


that it has no excess profits net income in 
1945. Thus, we have the following result: 


$190,000 
0 


$190,000 


excess profits 
follows: 


tax credit, determined as 


Lee, Serer a $600,000 


Sake -_. $190,000 
190,000 
5,000 


385,000 
$215,000 


Taxable at 90%, less 10% postwar refund, or net rate of 81%. 


Net excess profits tax 
Normal income and surtax: 


40% of full amount exempt from excess profits taxes, i. e., 40% 


of $385,000 


Total taxes owed for 1943 under return, as amended 


Total taxes actually paid for 1943 
axes due under return (as amended) 


Amount of refunds to which P Corporation is entitled 


$174,150 


154,000 
$328,150 


$406,050 
328,150 


$77,900 





Reconversion and Loss Year 


Suppose the P Corporation, upon recon- 
verting to peace-time production in 1945, 
encountered a four-month period of inactiv- 
ity and sustained a loss of $100,000, instead 
of a net income of $50,000 before taxes. 
What difference, if any, would this make in 
obtaining a refund of excess profits taxes 
paid? 


Briefly, the answer to the foregoing ques- 
tion is that there would be no difference. 


In the above example, the fact that only 
$50,000 was earned and that no part of this 
sum consisted of excess profits net income, 
resulted in the P Corporation’s receiving full 
benefit of its $190,000 excess profits credit. 
Changing the picture, therefore, from a 
$50,000 profit to a $100,000 loss, will not 
mean that any part of the excess profits 
taxes paid in prior years can be recouped. 
This is due to the fact that no statutory au- 
thority exists for permitting the unused ex- 
cess profits credit to exceed the taxpayer’s 
excess profits credit. 





Example No. 4 
Excess profits tax credit 
1945—Loss sustained 

Excess profits net income 


Unused excess profits credit 


The fact that the P Corporation is de- 
Prived of the benefit of the loss for excess 
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$190,000 
$100,000 
0 


$190,000 





profits credit purposes does not preclude it 
from receiving the benefit of the “net oper- 
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ating loss” provisions of the law, already 
discussed. An opportunity for a tax refund 
may still be available under these provisions. 


Carry-forwards 


Prior to the enactment of the Revenue 
Act of 1945 (the “1946 Tax Reduction Law”), 
the unused excess profits tax credit could 
be carried forward as well as back for two 
years. Under the new law, there is no un- 
used excess profits credit for any taxable 
year beginning after December 31, 1946. 
Subject to this exception, it is to be gen- 








erally stated that the excess profits credit 
is to be applied first to the next succeeding 
year, and then to the second succeeding 
year. The purpose of carrying over the 
unused credit is to have it apply against the 
excess profits net income of the subsequent 
year or years. Where this income is en- 
tirely offset by the unused credit for the 
first succeeding year, then to the extent of 
the remainder of the unused credit not so 
applied, it may be used against the excess 
profits net income of the second year. 

Example No. 1: Q Corporation’s excess 
profits credit is $300,000. 





Amount by Which 


Excess Profits 


Year Net Income 
1944 $100,000 
1945 350,000 





Under the above example, the Q Corpo- 
ration can carry over its unused excess prof- 
its credit of $200,000 from the year 1944 to 
the year 1945, and thereby it can fully offset 
the excess profits earned income for the 
year 1945, 





Excess Profits 


Year Net Income 
1943 $350,000 
1944 410,000 
1945 0 


The $300,000 unused credit of 1945 would 
apply as follows: $50,000 would be carried 
back to 1943, to absorb the amount by which 
the excess profits net income of that year 
exceeds the excess profits credit, and 
$110,000 would be carried back to absorb 
$110,000 excess income over credit of 1944. 
Thus, with the benefit of the $300,000 un- 
used credit of 1945, no excess profits taxes 
would be due in any of the years 1943, 1944, 
or 1945. Refunds would be obtainable for 
1943 and 1944. 


The unused excess profits credit must be 
carried back first, and then it may be car- 
ried forward.™ The _ specific exemption 
(formerly $5,000, increased in 1944 to 
$10,000) is not to be added to the amount 
of the carry-back or the carry-over.™ Tax- 
payers may well note the fact, however, 
that under the excess profits tax regulations, 
where they are entitled to use the credit 
which will result in the lower tax, they are 





33 Section 710(c)(3), Internal Revenue Code. 
%4 Section 710(b)(1), Internal Revenue Code. 
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Amount by which 


Credit Exceeds Unused 
E. P. Net Income E. P. Credit 

$200,000 $200,000 

0 0 





Assuming that the Q Corporation had an 
excess profits net income in both 1943 and 
1944, with none in 1945, we could have this 


result. 


Example No. 2: 








Credit Exceeds Unused 
E. P. Net Income E. P. Credit 

0 0 

0 0 

$300,000 $300,000 


likewise entitled to use the credit which will 
result in the larger unused excess profits 
credit.* 


Interest on Refunds 


Where a taxpayer is entitled to receive a 
refund resulting from a credit, the govern- 
ment allows interest with respect to the 


overpayment which was previously made. Re 
; ven 


This interest is paid at the rate of six per 
cent per annum and applies to any internal 
revenue tax which may have been paid.” 


In the case of a credit, the Treasury | 
computes the amount of the interest from | 


the date of the overpayment to the due date 
on which the credit is taken.” In the case 
of a refund, the amount of interest is com- 
puted from the date of the overpayment to 
a date preceding the date of the refund 
check by not more than thirty days.™ 





3 Regulations 112, Section 35.710(3). 

36 Section 3771(a), Internal Revenue Code. 
37 Section 3771(b)(1) of Code. 

38 Section 3771(b)(2) of Code. 
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No interest payments are allowed to tax- 
payers, with respect to net operating losses 
or unused excess profits credits, for any 
period before the refund claim or petition is 
fled regarding such refund.” 


Because of the introduction of the new 


| provisions respecting tentative carry-back 


adjustments,” the section of the Code re- 


specting interest payments and excess prof- 
its credits was amended to cover those cases 
in which the tentative carry-back adjust- 
ments are sought by taxpayers.” Therefore, 
when a claim is made under the new carry- 
back section, reference must be made to the 
amended provisions of the Code affecting 
this new section. 


Tax Adjustment Act of 1945 


Under the Tax Adjustment Act passed 
in July, 1945, taxpayers are given an op- 
portunity for speeded financial relief to 
facilitate reconversion. This act, as enacted, 
basically provides for: 

1. An increase in the excess profits tax 
specific exemption from $10,000 to $25,000 
(effective after December 31, 1945).* 


2. Currently taking the ten per cent post- 


war refund credit with respect to tax liabili- 
ties of 1944 and subsequent years.“ 

3. Taxpayers’ refunding outstanding post- 
war refund bonds, at their option, on or 
after January 1, 1946.“ 

4. Extensions in time for payment of 
taxes by corporations expecting carry-backs.® 

5. Tentative carry-back adjustments for 
all classes of taxpayers.” 

6. Interest payments in connection with 
carry-backs.“ 

7. Tentative adjustments regarding de- 
ductions for amortization of emergency 


facilities.” 


Revenue Act of 1945 


The Revenue Act of 1945 (also known as 
the “1946 Tax Reduction Law”) makes sev- 

® Section 3771(e) of Code. 

* New Code Section 3780. 

Section 3771(e) of Code, as amended. 

#2 Amending Section 710(b), Internal Revenue 
Code. 

*’ Amending Section 780(a), Internal Revenue 
Code. 

44 See Sections 780(c) and 781(b) of Code, as 
amended. 

* See Chapter 37, Internal Revenue Code, as 
amended. 

New Internal Revenue Code, Section 3780. 

* Section 292 of Code, as amended. 

8 Section 124 of Code, as amended. 
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eral changes with respect to corporation 
taxes. Tersely stated, the provisions of the 
new law entail the following: 


1. Slight decreases in corporation sur- 
taxes. 


2. Repeal of the capital stock tax, effec- 
tive with respect to taxable years ending 
after June 30, 1945. 


3. Repeal of the declared value excess 
profits tax, effective with respect to taxable 
years ending after June 30, 1946. 

4. Repeal of the excess profits tax for 
1946 and subsequent years. 


5. A retention of the unused excess profits 
credit for 1946 for the purpose of the two- 
year carry-back to 1944 and 1945, but no 
unused excess profits credit for any tax- 
able year beginning after December 31, 1946. 

Any consideration of the problems herein- 
before discussed, must necessarily take full 
cognizance of the changes introduced by 
the Revenue Act of 1945. 


Conclusion 


The forward-looking taxpayer will view 
every step of its reconversion program from 
its federal income tax aspects. While the 
tax effect of a particular move may not con- 
trol the decision which is to be made, never- 
theless, it may have an important bearing 
upon the manner in which the act decided 
upon is to be initiated. Where it might be 
more advantageous, from a tax standpoint, 
to carry out immediately all or part of a 
contemplated reconversion program, the tax 
results alone might comprise good reason 
for speeding up the project. Where, on the 
other hand, a deferring of the expenditures 
concerned presents a more favorable tax 
picture, the taxpayer may find it more prac- 
tical to delay certain outlays and capitalize 
others. 


With regard to every reconversion ex- 
penditure, the taxpayer must think in terms 
of capital gains and losses, taxes paid in 
prior years, its outlook for the immediate 
years ahead and its excess profits tax credit, 
with its carry-back and carry-over implica- 
tions. Simultaneously, the provisions of the 
Tax Adjustment Act of 1945, insofar as they 
may be beneficial to the taxpayer, must be 
studied. 


Finally, in whatever decisions the tax- 
payer is to make, it must give thorough 
consideration to both the federal income tax 
law now being enacted, and the prospective 
tax legislation which is likely to follow in 
the early part of 1946. 


[The End] 
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TALKING Sro?P 


By LEWIS GLUICK, Certified Public Accountant 


N JULY 1 we attended an informal 

conference to consider a _ proposed 
amendment to the Constitution of the State 
of California which would set up a Court 
of Tax Appeals. No vote was taken, so we 
report our impressions of the discussion. 
Procedure before the various California tax 
agencies is not standardized; and decisions, 
especially from the Board of Equalization, 
are very slow in being handed down. There 
is real need for a Court of Tax Appeals, 
but the proposed set-up is objectionable. 
The OPA was not mentioned at the meet- 
ing; but it was about the only thing people 
were discussing outside, and it presented a 
nearly perfect parallel. Price control is nec- 
essary for such things as rent, food and 
clothing; but the set-up in the bill the Presi- 
dent vetoed was such that no control at all 
seemed better. 


One thing accountants fear is that the 
new court would bar them from practice. 
We do not think that objection controlling. 
With all due respect to our own profession, 
we think that lawyers are the men to take 
cases to court. They should have the ex- 
pert assistance of Certified Public Account- 
ants in preparing and presenting tax cases, 
but the actual conduct of the case is way 
over the heads of all but a very few C. P. 
A.’s. When the Board of Tax Appeals was 
created in 1924, we enrolled promptly for 
practice before it. But we never took a 
case before the Board; nor do we intend 
to take one before the successor Tax 
Court. We will work with an attorney-at- 
law on a case, and sit with counsel at the 
trial; but we do not know enough about 
court procedure actually to try the case. 


Horrid Thought 


A veteran requires some surgery. He is 
entitled to have it done free in a Veterans’ 
Administration facility. He knows that 
such “facilities” are over-crowded, under- 
staffed, and not easily accessible. So he 
has it done privately, and pays all the bills. 
These amount to more than five per cent of 
his adjusted gross income. So in prepar- 
ing his income tax return, he takes the 
authorized deduction. Now, says our scare- 
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monger, suppose an agent were to declare 
that this deduction was not allowable, on 
the grounds that it was unnecessary; that jf 
Mr. Veteran chose to pay out his own 
money instead of getting free care from the 
V. A., his costs were personal. 


After looking over some of the highly 
strained disallowances made by Mr. Nu- 
nan’s super-conscientious men, we fear 
there is some substance to the possibility. 
The American Legion, D. A. V. and other 
organizations should get a positive ruling 
on it muy pronto and then get Congress 
to nail it down in the Code. 


We've seen disallowances made, and up- 
held, on far less substantial reasoning. 


Tips for Waitresses 


Next time you tip a waitress, think about 
the case of Anders and Spencer, decided in 
Sacramento County on May 9. (State Tax 
Reports, — Calif. § 64-524.) The plaintiffs 
had an arrangement whereby waitresses em- 
ployed by them were to report the amount 
of tips received. If they did not equal the 
legal minimum wage of $16.75 per week, 
the employers would make good the differ- 
ence; if they exceeded that amount, it was 
velvet to the girls. It seems that under 
California law such an agreement is illegal 
per se, though the logic escapes us. Any- 
how, the State Board of Equalization ruled 
that the tips collected by the girls were in- 
come to the plaintiff and subject to sales! 
tax. The court sustained the Board. 


The most interesting part of the decision 
is found in a cite from 75 A. L. R. 1224, the 
case of Sloat: 


“Tips have come to be considered as part 
of the cost of entertaining at a hotel and| 
it is realized, by both the person paying and | 
receiving them, that it is a part of the pay-| 
ment of the wages, which the employer com- | 
pels the person served to pay. In effect, 
therefore, the employer, and not the en-| 
ployee alone, is benefited by the tip. The} 
whole theory of tipping, as at present un- 
derstood, is a payment made in order to get 
reasonable service, and is an exaction made 
or permitted by the employer, so that his 
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patrons will help him pay the wages which 
are fairly due from him to his employee. 
The custom and manner in which the pay- 
ment of tips is enforced and practiced lead 
inevitably to the conclusion that in substance 
the tips received are a part of the wages of the 
employee, and are advantages received by the 
emplovee from the employer as a part recom- 
pense for services rendered.” 


\nother curiosity of the case is finding 
Florida law cited in California. The court 
cited the case of Ways Pharmacy, 199 So. 
767 


Chain Gang 


Some years ago there was an epidemic 
of chain letters. You recall them; you were 
to send a dime or a dollar to some one, and 
then in turn copy the letter and send it to 
ten other people. Thereby, everyone would 
have good luck. It turned out to be bad 
luck if post office inspectors caught you. 
But just as Gardena, California, licenses 
“card houses,” Los Angeles licenses ‘mer- 
chandising by use of endless chain.” The 
fee is $150 per quarter, but no data are 
available as to how much the city collects. 
(State Tax Reports—Calif. page 7507.) 


Partners in Oil 


Here’s an interesting bit of shoptalk, 
with a question to which we’d like an au- 
thoritative answer. 


Andrew and Bernard form a partnership 
to develop an oil lease. Andrew contributes 
the lease; Bernard, the cash. Andrew is the 
practical man and works hard on develop- 
ing it. Under the partnership agreement he 
receives a “salary.” It is dubious whether 
that “salary” is taxable income to him when 
received. But the partnership has paid out 
money for development costs. . During its 
first taxable year it has no income; develop- 
ment costs may be capitalized. What is 
the effect on the partners and their respec- 
tive interests? Supposing the opening bal- 
ance sheet of the partnership was as fol- 
lows: 


Leasehold $10,000 
Cash 10,000 
Total Assets .. $20,000 
Andrew, Capital Account $10,000 
Bernard, Capital Account 10,000 
Total Capital Account $20,000 


Talking Shop 






At the end of the first year assume the 
following: 


PROGENY 2 Roche ete $10,000 
Development costs: 
salary tO: ANGFEW | ........65.0655% 5,000 
DRARORIAN CEC. ou Seeks ne bceutas 4,000 
ONS ee eae 1,000 
Total Assets .. $20,000 


Now, does each partner have a $10,000 
interest in the business? Or should it ap- 
pear this way? 

Andrew: 
Leasehold contributed . .$10,000 


Less return of capital.. 5,000 $ 5,000 
MN ae anise Aunties amen 15,000 
Total Capital . .$20,000 


Or what? 


The answer will make a big difference in 
the capital gains of the partners if ever the 
property or leasehold is sold. We sat si- 
lently while several men skilled in oil work 
debated the various angles and arrived no- 
where. For the sake of simplification, 
consider the value set on the lease as sound, 
and omit amortization from the calcula- 
tions. 


According to Neal O’Hara of Boston, 
“Government grants to the British royal 
family are exempt from income taxes, but 
only government grants. Thus the $100,000 
which the Duke of Windsor reputedly re- 
ceives from King George VI would be sub- 
ject to income tax were he living within 
the United Kingdom.” 


It has never seemed quite sensible to us 
for the government to pay out salaries with 
one hand and then tax back some of them 
with the other. Our idea is that government 
salaries, both military and civil, should be 
uniform for the work done, without varia- 
tion for marital status or other considera- 
tions, and free from tax. It would be saner 
for a clerk to receive his pay free and clear, 
than to be forced to hire other clerks to 
compute his tax, deduct it and check his 
returns. 


Just look at two civil service men in the 
same C. A. F. grade, each of whom is paid 
$3,000 per year. One is married; the other, 


single. One’s take home salary is $2,679; 
the other’s, $2,581. It never has seemed 
fair to us. 
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Community Property 


No one has yet answered our basic ques- 
tion (June issue) as to when what a hus- 
band gives his wife is decent support, and 
when it is a taxable gift. The community 
property situation gets more and more com- 
plex; maybe the states that do not have it 
are better off, after all. The tax savings 
may not be worth the headaches. 


For example take a special ruling by the 
Commissioner. (464 CCH 6232.) “Irre- 
spective of the fact that community prop- 
erty held by decedent and the surviving 
spouse is required to be included by de- 
cedent’s Federal estate tax return under 
Code section 811 (e), the widow’s half may 
not, in determining gain or loss, be said to 
have been acquired from the decedent, 
where it is the settled law of the State in 
which the spouses were domiciled, that the 
wife has a present, existing and equal in- 
terest in the property with her husband; 
hence only one-half of the community estate 
is subject to the testamentary disposition 
of the husband. The Commissioner now 
holds in such cases the basis of the widow’s 
one-half of the community property is the 
cost adjusted to the community, and G. C. M. 
24,292 is applicable when the husband dies 
after October 21, 1942.” 


Fable of the Fox 


Old Aesop had a nice story about a fox 
that had a hundred ways of fooling the 
dogs, but was caught anyhow; a cat, with 
just the one way of climbing a tree, got 
away safely. Listen to what the Tax Court 
had to sav in the case of Greene (7 TC —, 
No. 19 [CCH Dec. 15,226]): “An anticipa- 
tory assignment of income, however skill- 
fully devised, is ineffective to relieve a donor 
of tax liability. Nor under the circum- 
stances present here could he exalt artifice 
and achieve the same result by the creation 
of an empty, though nominally separate, 
appendage. The income distributable to the 
wife was created and earned by taxpayer, 
and on him the tax must fall.” 


Revision of American 
Legion Exemption 


“A matter of great interest to all divisions 
of The American Legion—national, depart- 
ment and post—is reported by Dana C. Hill, 
legal consultant for The American Legion 
in its Washington, D. C., offices. 


“This is the information that tax exemp- 
tion has been established on an over-all 





basis for national headquarters, every de- 
partment, and each post of The American 
Legion in continental United States. This 
tax exemption will be repeated annually in 
order to cover new posts which may be or- 
ganized each year. 


“This is a repeat for National Headquar- 
ters, each department, and many posts but 
in a simplified and group form. However, 
it immediately made unnecessary the more 
than 1,500 American Legion post applica- 
tions for exemption which were in the mill 
at the Bureau of Internal Revenue. It also 
provides exemption for all other posts or- 
ganized prior to 1946 which had not applied 
for such status. 


“Permission has been granted to The 
American Legion Auxiliary to submit simi- 
lar information and to receive similar group 
treatment.” 


Destroying the Mainspring 


The other day we heard an interesting 


speech made by W. C. Mullendore, presi- © 


dent of the Southern California Edison 
Company. His principal point with refer- 
ence to taxation was that the American 
production system is so heavily burdened 
by taxes that this burden, together with 
the restrictive effect of other government 
legislation and high wage bills, is destroy- 
ing the mainspring which is the incentive 
to the individual producer to put forth his 
best effort. 


He said that American production de- 
pends most of all upon the extra or plus 
effort which has always been called forth 
in America by the promise of additional 
reward for additional effort. He further 
stated that since the emphasis has been 
shifted so that additional effort only tends 
to call forth additional burdens, we are 
stifling that very important intangible ele- 
ment of the American production system 
which comes from the initiative and extra 
effort of the individual. 


The Movie Tax Question 


We see by the Los Angeles Times front | 
page headline that the movie colony is on | 


the Internal Revenue Bureau’s list for in- 
vestigation. Revenue agents aren’t satisfied 
with the movie industry’s claiming long- 
term capital gains on the income from each 
production which is usually incorporated. 


The two big questions raised are whether 
the so-called capital gains are not com- 
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pensation for personal services and whether 
corporate entity should be disregarded. You 
may recall that we discussed this subject 
to greater extent in the May issue, page 494. 


Our History 


The following 
coming (?) book: 

“Wilson was unique in many ways. He 
was the only President who had previously 
been a college prexy; the only President 
who has ever been elected from New Jersey; 
the first President to visit Europe while in 
office; the first (and maybe the only one) 
to use a typewriter himself, and expertly 
too; the first President to be buried in the 
Washington Cathedral; and the first Presi- 
dent whose salary was taxed under the six- 
teenth amendment. 


comes from my forth- 


“The sixteenth amendment had _ been 
started during Taft’s term, and became ef- 
fective just three days before Wilson took 
office. It was one of the most momentous 
things in cur history. Up to that time gov- 
ernment regulation of business, while grow- 


ing, had been slight. With the passage of 
income tax laws, authorized by the amend- 
ment, government agents could now inquire 
minutely into any man’s private affairs. 
Hitherto such inquiry existed only for 
regulation of public utilities, and latterly 
public health. To get at a man’s books of 
account, a warrant was required. Now every 
man was subjected, or likely to be, to inves- 
tigation. The opponents of the amendment 
were accurate prophets. With the income 
tax as an opening wedge, all kinds of gov- 
ernment regulation, investigation and inter- 
ference was possible, and it came with 
astonishing speed. You know what it is 
today, and has been for the past thirteen 
years. Although my primary source of 
income is based on taxation, I regret it. I 
believe in graduated rates to level off in- 
equalities of income; and in a broad tax 
base, so that people who pay taxes will take 
a greater interest in their government, and 
how their money is spent. I deplore the re- 
strictions on our lives, and the growing 
bureaucracy. And the evil stems directly 
from the good.” [The End] 


—_— rir 


NORTH DAKOTA ESTATE TAX 


In a sweeping decision having wide-spread effects in North Dakota, the 
Supreme Court of that State has held insurance proceeds not subject to the 
North Dakota estate tax, when payable to a beneficiary other than the insured’s 


estate. 


Although the North Dakota estate tax law is modeled largely on the federal 
estate tax pattern, the State Supreme Court pointed out a vital difference be- 


tween the two laws. 


While the federal law specifically provides for inclusion 


of the proceeds of life policies in the gross estate, nowhere in the North Dakota 
law is such a specific provision to be found. 


Even though the State authorities had been construing the State Act, since 
its enactment in 1927, to provide for inclusion of insurance proceeds, the Court 


refused to permit this construction practice to influence its decision. 


The bene- 


ficiary took by contract, and “the avails of the policies never became a part of 


the estate of the insured.” 


This decision was handed down by the Court in the Matter of the Estate 


of Norman D. Black, Deceased. 
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Tax Items of Special Interest i 


AE 


By BERT V. TORNBORGH 


Stock Transferred Under a Prenuptial 
Agreement is considered to be a gift, so that 
the stock’s basis is the same to the receiv- 
ing spouse as it was in the hands of the 
donating spouse. (See Doris Fared-Es- 
Sultaneh v. Commissioner, Docket No. 2968, 
6 TC —, No. 85 [CCH Dec. 15,006].) 
The petitioner received 2,500 shares of S. S. 
Kresge Company stock from S. S. Kresge 
under a prenuptial agreement. The stock 
dividends increased her share many times. 
When the petitioner sold 12,000 shares after 
she was divorced, she contended she had 
acquired them for a consideration which was 
larger than the donor’s bases. The Tax 
Court ruled that this type of transaction was 
not a sale or exchange, but was a gift. Nat- 
urally, what applies to securities in this case 
would apply to any type of property. 


Failure to File Excess Profits Tax Return 
resulted in the taxpayer’s paying a twenty- 
five per cent penalty, even though the return 
was not filed because the taxpayer did not 
think it had any excess profits tax net in- 
come for the year in question. Apparently, 
a determination of whether any excess 
profits tax was due, had been pending under 
a Rule 50 computation. The Tax Court 
held (Dougherty Company, 5 TC —, No. 96 
[CCH Dec. 14,763]) that the taxpayer acted 
unreasonably in believing it had no excess 
profits tax net income. 


New Tax Form has been out for a few 
months now. Known as Form 1040 FY, it 
is to be used by those fiscal year taxpayers 
whose taxable vear began in 1945 and will 


end in 1946. 


War Losses on Enemy Securities were 
deductible in the year during which war was 
declared by the United States on the par- 
ticular enemy country (1941) according to 
the Tax Court. (See Section 29.127 (a)-4 
at 462 CCH § 950 M-6.10.) This agrees with 
informal Internal Revenue rulings. (See 
letters dated April 15 and May 3, 1943, 
signed by T. Mooney, Deputy Commis- 
sioner.) The measure of the loss is, of 
course, the original cost of the securities. 
Losses sustained on funds on deposit in an 
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enemy bank on the date war was declared 
were also held deductible. Claims for re- 
fund should be filed on Form 843 with the 
Collector of Internal Revenue for the dis- 
trict in which the taxpayer’s return had been 
filed in 1941. 


tial Purposes? The taxpayer purchased 
stock of a real estate corporation, received 
a ninety-nine-year lease and entertained cer- 
tain business acquaintances in the apartment 
so procured. When he sold the stock at a 
loss, he was not allowed to deduct it as a 
business expense. Reason given by the Tax | 
Court: The primary purpose of the apart- 
ment was as a residence; the secondary 
purpose was to entertain business prospects. 
(Stewart, TC memo [464 CCH § 7394(M)].) 


When Are Accrued Officers’ Salaries Not 
Deductible? When the liability for addi- 
tional compensation to officers is contingent 
on the officers’ turning the sums back to the 
corporation in the form of surplus. (Har- 
rington Company, TC [464 CCH f 7378]. In 
line with Ames Reliable Products Company, 
44 BTA 176 [CCH Dec. 11,768], and Commis- 
stoner v. Brooklyn Radio Service Corporation, 
CCA-2, 79 F. (2d) 833 [35-2 ustc J 9648].) In 
the present instance, the officers executed indi- 
vidual demand notes, without consideration, to 
the order of the corporation. These contribu- 
tions were obviously made to avoid an ex- 
cessive depletion of the company’s cash re- 
sulting from payment of the additional 
compensation. The Commissioner objected 
on the ground that the additional salary was 
not an expense actually incurred and ac- 
crued to the extent that the salary was off- 
set by the amount of the notes. Since the 
liability for the salaries arose only when the 
corporation determined what it could af- 
ford to pay, and the notes were issued for 
the difference between the salaries voted | 
and the amount the corporation could af- | 
ford cashwise, the tax effect of the entire 
transaction was that the additional salaries 
were not available to the officers at any 
time. Therefore, the income was not con- 
structively received by the officers and the 
expense was not a deductible item on the 
corporation’s tax return. [The End] 
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Judge Clarence P. LeMire, whose ap- 
pointment to the Tax Court became effective 
June 11, 1946, was born in 1886 at Martins- 
ville, Missouri. He received his education 
in the public schools. His law degree was 
conferred on him by the University of 
Missouri in 1912. He practiced law from 
that date up until his recent appointment as 
Tax Court judge. 


Judge LeMire was Assistant Attorney 
General of Missouri from 1917 to 1920 and 
a member of the Missouri Legislature, 1927- 
1928. His term in the Tax Court will expire 
on June 2, 1958. 


Excise Taxes 


Everyone is vacation minded. Congress 
has adjourned, The President is sailing off 
the Atlantic coast. The Supreme Court will 
not come back to Washington until October. 

The major tax events of this vacation 
period are the organization of the Excess 
Profits Council and a flurry (on the West 
Coast) about a tax ruling on one-picture- 
corporations. For more details on this latter 
item see the article on page 830 by Mr. 
\rmstrong and Mr. Gluick’s “Talking Shop.” 
A functional chart of the Excess Profits Tax 
Council appears on the next page. Very 
few vacations with this group however, as 
it is expected to be in fulltime operation by 
the first of September. 


The vacation period has proven a boon 
for the Treasury. Traveling Americans 
have paid into the Treasury in transportation 
taxes, in the last fiscal year, $226,749,801.48. 
The war time excise tax of 15% on railroad 
tickets and berths is still in effect. In the 
last fiscal year over $400 million was spent 
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on luggage which produced $81,423,426 in tax 
at the 20% rate. 

When in April, 1944, the 20% retail ex- 
cise tax rates were enacted, it was contem- 
plated that they would be discontinued six 
months after the termination of hostilities. 
Hostilities ceased over a year ago with the 
surrender of Japan on the 14th of August, 
1945, or have they? Anyway the phrase, 
“termination of hostilities” used in the law 
requires that the President proclaim the 
termination, or that, such date be deter- 
mined by a joint resolution of the Congress. 


These retail tax rates are 20% for jewelry, 
furs, cosmetics, and luggage, and 15% for 
railroad or plane tickets. Thus, the new 
Congress can, by giving life to this termina- 
tion section of the law reduce them about 
50% but revenue therefrom would be re- 
duced proportionately. Whether a reduc- 
tion in both the personal income tax rates 
and the excise rates can be accomplished in 
the next year is one of the big tax problems 
that will face a new Congress. The retail 
sales taxes have been big revenue producers, 
as is shown by their 1945 and 1946 yields. 


1945 1946 
Jewelry $184,219 868 $223,341 ,986 
Furs 79,418,428 91,706,170 
Cosmetics 86,615,198 95,574,485 
Luggage 73,851,428 81,423,426 


Tax reduction is dependent upon budget 
requirements and the President’s 1947 budget 
message assumes that no such reduction in 
the excise taxes will take place. 


The total budget expenditures for the 
fiscal year 1947 are now estimated at $41.5 
billion and the net receipts at $39.6 billion. 
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The President’s message estimates expendi- 
tures as follows: 


National defense . $18.5 billion 


ReiMGdS « .... 6 oc Oss 1.8 
Veterans pensions etc. 6.2 
International finance 4.2 
Housing 0.2 
Postoffice ec eceh SD ae 
Interest on the public debt 5.0 
Aids to agriculture i 


Social security lz2 





Public works (0.9 
General government 1.9 
Pay increase 0.2 
Total $41.5 


the budget message expects revenue from 
the following sources in the following 
amounts: 


tax on individuals $18,367 million 


Direct 
{ 
t 


Direct tax on corporations 9,762 
Excise taxes 7,062 
Employment taxes 1,881 
Customs 463 
Miscellaneous 3,384 


Excise taxes are expected to produce 17% 
f the total revenue. 

The vacationist contributed to the sup- 
port of his government through other taxes, 
ior instance if he bought tires and.tubes for 
the old car, which was to take him to his 
chosen vacation spot, he contributed to the 
$118 million received through excise taxes 
m these items. If he bought fishing, hunt- 
ng or golfing equipment, he helped raise 
$13 million Uncle Sam tucked away in the 
lreasury. If he received a vacation check 
from his employer, Uncle got a part of that 
too. It has been a grand vacation for all 
‘oncerned any way you look at it. 


Excess Profits Tax Council 
Functional Chart (at left) 


The Chairman of the Excess Profits Tax 
Council is Charles D. Hamel. He is in 
charge of all administration; assigns cases 
to the other Council members for hearing 
and exercises supervision over determina- 
tions of the technical personnel of the 
Council. 

The Council is composed of fifteen mem- 
bers, which includes the chairman. Besides 
Mr. Hamel this group includes: Morton P. 
Fisher, Charles P. Smith, Henry J. Merry, 
William L. Kumler, Eric Louis Kohler, 
Frederic D. Utley, Peter Guy Evans, Donald 
Myrick, Harold Arthur Eppston, R. Clif- 
ford Hall, William Bernard Paul, Charles 
R. Johnston, Henry J. Donnelly, Jr., and 
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Clifford W. Stowe. (For further informa- 
tion about these men see the last issue of 
TaxEs—The Tax Magazine pages 780-783.) 
Final jurisdiction within the Bureau of In- 
ternal Revenue of all issues arising under 
the provisions of Section 722 of the Internal 
Revenue Code is vested in the Council. Its 
administration is a part of the field service 
functions of the Bureau of Internal Revenue. 


The Technical Office is comprised of tech- 
nical advisors designated by the chairman 
to consult with and assist the Conference 
and Review Groups. It is under direction 
of the Council to supervise and aid the field 
committees, to perform liaison services with 
other Bureau groups and the staff of the 
Council. 


The Conference Group is comprised of 
conferees who review non-agreed cases and 
under direction of the Council conduct con- 
ferences with taxpayers and their repre- 
sentatives. The advice and assistance of the 
Technical Office is available to the con- 
ferees. Each conferee is under the super- 
vision of the Council member: responsible 
for the determination of a specific case. 
When approved by the Council, conference 
determinations become Council decisions. 


The Review Group is comprised of re- 
viewers who review agreed cases received 
from the field committees. The advice and 
assistance of the technical office is available 
to the reviewers. Each reviewer is under 
the supervision of the Council member re- 
sponsible for the determination of a specific 
case. When approved by the Council, field 
determinations become Council decisions. 

The Thirty-nine Section 722 Field Com- 
mittees have been established in each of the 
thirty-nine field divisions of the Income Tax 
Unit. The committees will recommend to 
the Council the amount of constructive 
average base period net income allowable 
under Section 722. Each committee will be 
headed by a chairman. All field examina- 
tion, review and conference procedures will 
be under the technical supervision of these 
committees. All field reports will be sub- 
ject to review by the Council. 


The Council Secretary serves under the 
administrative supervision of the Chairman 
of the Council, and is in direct charge of 
all administrative matters including budget, 
personnel, accounts, printing, publications, 
supplies, case calendars and files. 

The Administrative Group handles all 
matters pertaining to budget, personnel, ac- 
counts and all other matters of a similar 
or related nature. 

(Continued on page 926) 
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APPELLATE AND LOWER COURTS 


Deductions: Bad debts: Distributee of 
deceased partner’s estate: Creditor rela- 
tionship.—Where under state law a deceased 
partner’s heirs have no interest in the firm’s 
assets, but only a right to an accounting, 
it is held that taxpayer, a distributee of his 
father’s estate entitled to receive two-thirds 
of the balance due the estate from a stock 
brokerage partnership of which his father 
was a member and which was dissolved by 
his death, was not entitled to a deduction of 
any part of a debt of the partnership which 
became worthless in 1941, since taxpayer 








was not a creditor. CCA-2. Edgar V. 
Anderson, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 46-2 ustc 
q 9324. 


Undistributed Subchapter A net income: 
Liquidating dividends: Credits: Rule in 
Dobson case.—At no time until the end of 
the calendar year, 1941, did taxpayer, a 
public investment company, have less than 
300 shareholders, but during the year 1940 
it purchased and retired so many of its shares 
that on December 31, 1940, five shareholders 
collectively owned a little more than 50 per 
cent, and this continued throughout 1941. 
In an effort to avoid the imposition of a 
surtax on undistributed Subchapter A net 
income, the directors of taxpayer in 1941 
authorized its liquidation, including the dis- 
tribution of its assets, within 3 years and 
dissolved the same year. The conclusions 
of the Tax Court that taxpayer was a per- 
sonal holding company within the meaning 
of Code Sec. 502, and that, since taxpayer 
had no earnings to distribute at all in the 
year 1941 if net capital losses were counted 
for that year, it was not entitled to reduce 
its Subchapter A net income by the amount 
of the liquidating distribution for the reason 
that the distribution was not a dividend 
within the definition of that term contained 
in Code Sec. 115(a), were both sustained 
upon the strength of the Dobson rule, not- 
withstanding this Court’s previous contrary 
holding in Pembroke Realty and Securities 
Corp. v. Commissioner, 41-2 ustc J 9633, 122 
Fed. (2d) 252 One dissent. CCA-2. 


oJ“. 
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Brooklyn National Corporation, Petitioner, v. 
Commissioner of Internal Revenue, Re- 
spondent. 46-2 ustc J 9309. 


Gross income: Corporation’s sale of 
property: Agreement prior to liquidation: 
When tax saving is sole motive.—Where 
corporation A, owning all the stock of cor- 
poration B, entered into a_ preliminary 
agreement for the sale of a ship owned by B 
to a third party, and shortly thereafter B 
went into liquidation and transferred the 
ship to A who in turn sold it to the same 
third party, it was held that the gain on the 
transaction was taxable to B, where the evi- 
dence showed that it was from the first in- 
tended that the ship would be sold by A after 
title to it had been transferred upon the 
liquidation of B, as such method would save 
taxes, and B did not transfer the rest of its 
property in liquidation until several months 
later. It was not intended that Code Sec. 
112(b)(6)(C) or (D) should be invoked by 
a taxpayer to postpone gain and escape 
taxes, it further appearing that it was part 
of the original intention of A’s shareholders 
to put A into liquidation also. CCA-2. 
Fairfield Steamship Corporation, Petitioner, v. 
Commissioner of Internal Revenue, Re- 
spondent, 46-2 ustc § 9322. 


Family partnerships: Father and daugh- 
ter: Contribution as test.— The income 
of an alleged partnership between taxpayer 
and his daughter in the business of buying 
and selling foreign exchange was held to 
be taxable only to the father whose services, 
experience and ability were the prime factors 
in the production of the income, where no 
contribution of capital was made by the 
daughter, and her services to the partner- 
ship were found to be inconsequential. 
Commissioner v. Tower, — U. S. —, 46-1 
ustc —9189, and Lusthaus v. Commissioner, 
— U. S. —, 46-1 ustc 9190, followed. 
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CCA-2. Irmgard Seibert and Roselle Martin 
Tekiner as Executrices under the Last Will 
and Testament of Charles G. Martin, deceased, 
Petitioners, v. Commissioner of Internal Rev- 
enue, Respondent. 46-2 ustc { 9308. 


Grossincome: Definition: Tax minimiz- 
ing scheme.—In 1919 taxpayer A caused his 
wholly owned corporation, taxpayer B, to 
resell to him at cost assets purchased from 
him the year before, and thereafter to rent 
the assets on a profit basis. Periodic leases 
provided a minimum and maximum figure 
within the range of which B might fix the 
exact rental. In 1931 A conveyed the assets 
and right to rentals to irrevocable trusts 
created by him for the benefit of his children. 
The power to remove the trustee and ap- 
point a successor was retained by A. Fre- 
quent loans to A and customers of B were 
made by the trusts. The Commissioner con- 
tended that the trusts were completely 
dominated by A and the income of the trusts 
taxable to A for 1938, 1939 and 1940. The 
Commissioner also refused to allow B to 
deduct as a business expense the rentals paid 
to the trusts during the same years. Held: 
(1) the trusts were valid and the income 
thereof not taxable to A; (2) the payments 
to the trusts by B in excess of the minimum 
should be disallowed as rent and charged to 
A as dividends; (3) the minimum payments 
the rent deductible by B to the extent not 
found excessive or unreasonable on rehear- 
ing. CCA-5. Commissioner of Internal Rev- 
enue v. M. Greenspun. M. Greenspun v. 
Commisstoner of Internal Revenue. Parker- 
Browne Company v. Commissioner of Internal 
Revenue. 46-2 ustc J 9329. 


Refunds and credits: Equitable recoup- 
ment after running of limitations.—Stock 
owned by taxpayer became worthless in 
1931. No deduction therefor was taken, 
resulting in overpayment of tax, but no 
claim for refund of tax paid for that year 
was filed during the prescribed period of 
Statutory limitation. However, a deduc- 
tion for the loss was made in 1934. The 
deduction was disallowed, a deficiency as- 
sessment was paid by taxpayer, and sub- 
sequently he brought a timely suit for 
refund. The Court holds that no factual 
setting for application of the doctrine of 
recoupment is presented, and that taxpayer’s 
action is barred by his failure to make a 
timely claim for refund of 1931 tax. CCA-6. 
Longyear Realty Corporation, a Michigan cor- 
poration, Appellant, v. Giles Kavanagh, Col- 
lector of Internal Revenue at Detroit, Mich- 
igan, Appellee. 46-2 ustc J 9317. 


Interpretations 





Recognition of gain or loss: Receipt of 
annuity in lieu of dividends under contract 
and will: Whether transaction entered into 
for profit—No gain was recognized to tax- 
payer from the receipt by her in 1936 of 
insurance annuity contracts from which she 
would receive annual payments for life, 
which annuities were purchased by her two 
brothers in- full satisfaction and release of 
their obligation to her pursuant to provi- 
sions of the will of their mother, which be- 
queathed preferred stock to the brothers, 
subject to payment of all dividends to tax- 
payer during her lifetime, and in case of 
sale of the stock, to pay her the equivalent 
of such dividends during her lifetime. Such 
provision in the will was deemed perform- 
ance of certain contracts previously entered 
into by the taxpayer, her mother and the 
brothers for the family control and disposi- 
tion of the stock after the mother’s death. 
It was held that the transactions added 
nothing to the value of her assets and did 
not involve any taxable sale or exchange 
within the intent of the Revenue Act. De- 
ductible losses claimed by the two brothers 
were denied since the finding of the District 
Court that this was a transaction entered 
into for profit was erroneous. CCA-7. 
Lauretta A. Seaman, Harold H. Seaman, and 
Irving Seaman, Plaintiffs-Appellees, v. The 
United States of America, Defendant-A ppel- 
lant. 46-2 ustc J 9323. 


Deductions: Expenses: Patronage divi- 
dends: Liability lacking—The Tax Court 
was sustained in its finding that the under- 
standing between taxpayer, an association, 
and its stockholders, that on resale by tax- 
payer to a foreign buyer of shook purchased 
by it from any of its stockholders, it should 
pay to the seller-stockholder an additional 
compensation based upon profits from the 
resale, was not a legally binding contract. 
Consequently, taxpayer was not a true co- 
operative exempt from tax, nor could it 
exclude from its gross income, as payments 
in the nature of rebates or patronage divi- 
dends, amounts distributed to its stock- 
holders out of earnings. Rule in Kelly Co. et 
al. v. Com., Sup. Ct. January 7, 1946, 46-1 
ustc § 9133, Com. v. Scottish American In- 
vestment Co., 323 U. S. 119, 44-2 ustc § 9530, 
and Dobson v. Com., 320 U. S. 489, 44-1 
ustc §9108, applied. CCA-9. American 
Box Shook Export Association, a Corporation, 
Petitioner, v. Commissioner of Internal Reve- 
nue, Respondent. 46-2 ustc § 9314. 


Deductions: Losses: Worthlessness of 
stock of Exchange National Bank of Tulsa 
in 1933: Indentifiable event.—Where tax- 
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payer’s decedent owned shares of stock in 
the Exchange National Bank of Tulsa, 
Oklahoma, which on April 24, 1933 trans- 
ferred assets totalling $8,590,117.52 to a 
newly organized bank which took over its 
liabilities aggregating $28,030,709.59 and ob- 
tained in addition two notes in amounts 
equaling the difference between the value 
of such assets and the liabilities, which notes 
were secured by the pledge of remaining 
assets trusteed for liquidation, the finding 
of the District Court that such bank shares 
became worthless in 1933, and not in 1934 
as claimed by taxpayer, was held sustained 
by the evidence. The identifiable event 
which fixed such determination was the 
absence in 1933 of any equity of the assets 
over the amount for which they were 
pledged with the National Bank of Tulsa. 


Foster v. Commissioner, 40-1 ustc § 9471, 
112 Fed. (2d) 109, followed. CCA-10. 
M. Lloyd Freese, Administrator, Estate of 


J. (John) H. Markham, Jr., Deceased, Appel- 
lant, v. H. C. Jones, Individually and as Col- 
lector of Internal Revenue, Appellee. 46-2 


ustTc J 9328. 


TAX COURT 


Gross income: Trusts: Revocation and 
control by beneficiary: Payment of grantor’s 
debts and insurance premium: When Sec. 
167 not applicable—In 1939 taxpayer es- 
tablished four trusts and named his wife 
principal beneficiary in each. He transferred 
to the four trusts a life insurance policy on 
his own life, and also shares of stock in a 
corporation, some of which shares were 
pledged to secure the grantor’s personal 
indebtedness. The pledged shares were at 
all times worth more than the indebtedness. 
In the taxable vears 1940 and 1941, the 
trustee, a trust company, upon the direction 
of the wife, as allowed by the terms of the 
trust, paid the premiums on the insurance 
policy and also paid off the indebtedness. 
Each trust invested the wife with power to 
amend the trust or to cancel or revoke it 
in whole or in part, and in the event of such 
cancellation or revocation it was the duty 
of the trustee to pay to the wife all the 
principal and undistributed income free and 
discharged of all trust provisions. On the 
authority of Edward Mallinckrodt v. Com- 
missioner, 45-1 ustc J 9134, 146 Fed. (2d) 1, 
and other cases, it was held that the income 
of the four trusts is not taxable to the 
grantor under Code Sec. 22 (a), but is tax- 
able to the beneficiary under that section. 
On the contention of the Commissioner that 
the grantor is taxable under Sec. 167, it was 
held that such section applies to income from 
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property held in trust which would be tax- 
able to the fiduciary under Sec. 161, were 
it not for the provisions of Sec. 167. It 
was further held that such part of the income 
representing the dividends on the pledged 
stock was taxable to the grantor since he 
gave to the trusts only that interest in the 
pledged stock which he possessed, but that 
after satisfaction of the debt, he was no 
longer taxable on dividends received by the 
trusts. Clifton B, Russell. CCH Dec. 
14,797, 5 TC 974, distinguished. Ralph W, 
Conant v. Commissioner, CCH Dec. 15,300, 


Excess profits credit: Income v. invested 
capital basis: Requirements of an acquiring 
corporation: “Substantially all the proper- 
ties.’.—Taxpayer was incorporated in Feb- 
ruary, 1940, and thereupon acquired the 
properties of a sole proprietorship in ex- 
change for its stock and a demand note of 
taxpayer. After the exchange the same in- 
dividual, who was sole proprietor, became 
the president and general manager of tax- 
payer, devoting his full time to the business, 
After the exchange he owned all of taxpay- 
er’s authorized stock and was in complete 
control of taxpayer. The only reason which 
the Commissioner asserted for denying tax- 
payer the use of excess profits credit based 
On income, and for restricting taxpayer to 
the excess profits credit based on invested 
capital, was that taxpayer was not in exist- 
ence during the base period, and had not 
shown that it acquired ‘substantially all the 
properties” of the predecessor proprietor- 
ship which was operating in 1938 and 1939. 
It was held, however, that taxpayer was an 
acquiring corporation under Code Sec. 
740 (a) (1) (D), read with Secs. 740 (b), 
(f) and (h), since under the facts it did 
acquire substantially all the properties from 
such predecessor in an exchange to which 
Code Sec. 112 (b) (5) or Sec. 112 (c) was 
applicable. It was accordingly held that 
taxpayer was entitled to an excess profits 


credit under Secs. 713 and 742, based on |} 


income. 
Commissioner, CCH Dec. 15,242. 


Faigle Tool and Die Corporation v. | 


Capital gains and losses: Meaning of | 


terms: Unimproved lands.—In 1923 
1925 taxpayers purchased a tract of real 
estate in New Orleans as community prop- 
erty. 
in connection with taxpayers’ nursery busi- 
ness. 
but when acquired by taxpayers was unim- 
proved pastureland. 
property for growing nursery stock. In 1937 
the City of New Orleans caused platted 
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and | 


The property was acquired and used | 


The tract had been platted in 1909, | 


t 
{ 


Taxpayers used the J 


streets 1 
increasi 
dential 

its valu 
contribu 
of stree 
walks a 
Orleans 
payers 

nursery 
lots rea 
were tl 
ot taxp 
agents, 
tise or 
improv 
dential 

tended 

continu 
trade 
income 
comple 
activity 
tially i 
liquidat 
profit t 
ital ga 
sioner ; 


CCM 


Reco 
by sect 
organiz 
at par 
and up 
dep sit 
commi 
$5,000.( 
allowe 
pursua 
ganizat 
ruptcy 
bonds | 
stock « 
the A « 
return, 
debt lo 
missio 
upon 
Agent 
A com 
issued 
if the 
change 
resulti 
ing al 
extent 
1941, t 
bonds 
for $9 
capital 


Interp 





he 
he 
lat 
no 
he 


$ an 
Sec. 
(b), 
did 
rom 
hich 
was 
that 
ofits 


| on | 


nV. 


r of 


and | 
real | 
TOp- 


used 
busi- 


1909, | 


nim- 


the § 


1937 
atted 


azine 





streets to be laid upon the property, thereby 
increasing the value of the land for resi- 
dential purposes, but substantially decreasing 
its value for nursery purposes. Taxpayers 
contributed nothing to the cost of construction 
of streets, but did furnish materials for side- 
walks and curbing as was customary in New 
Orleans. Use restrictions prevented tax- 
payers from erecting fences to protect their 
nursery stock. In 1941 taxpayers sold 25% 
lots realizing a gain of $14,816.37. The sales 
were the result of the unsolicited activity 
of taxpayers’ friends. Taxpayers hired no 
agents, erected no signs, and did not adver- 
tise or list the property or construct any 
improvements to facilitate its sale for resi- 
dential purposes. The Commissioner con- 
tended that the sales were so frequent and 
continuous as to constitute such activity a 
trade or business and the profit ordinary 
income. The Tax Court, noting the almost 
complete absence of development or sales 
activity, held the sales to have been essen- 
tially in the nature of a gradual and passive 
liquidation of an asset, and the resultant 
profit taxable on a community basis as cap- 
ital gain. Frieda E. J. Farley v. Commis- 
sioner; Elmer A, Farley v. Commissioner, 
CCH Dec 15,231. 


Recognition of gain or loss: Exchanges 
by security holders in certain insolvency re- 
organizations.—In 1925 taxpayer purchased 
at par $5,000.00 of bonds of A Company, 
and upon default in interest payment in 1929, 
deposited the bonds with a bondholders 
committee. A bad debt loss deduction of 
$5,000.00 in taxpayer’s 1935 return was dis- 
allowed by the Commissioner. In 1936, 
pursuant to a Court approved plan of reor- 
ganization under Section 77B of the Bank- 
ruptcy Act, taxpayer received $500.00 of 
bonds and 10 shares of no par value common 
stock of the new company in exchange for 
the A company bonds. On audit of her 1936 
return, taxpayer claimed a $4,500.00 bad 
debt loss which was disallowed by the Com- 
missioner. The disallowance was based 
upon recommendations of the Revenue 
Agent who stated that evidence indicated 
A company reorganized in 1936 and merely 
issued new certificates for the old, and that 
if the transaction constituted a taxable ex- 
change the loss would be a capital loss 
resulting in no benefit to taxpayer, she hav- 
ing already deducted capital losses to the 
extent allowed by Code section 117(d). In 
1941, the new company redeemed taxpayer’s 
bonds at par, and taxpayer sold the stock 
for $99.00. The deduction of a long-term 
capital loss of $2,200.50 in 1941 was again 
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disallowed by the Commissioner on the the- 
ory that the 1941 sale resulted in a long-term 
capital gain of $411.50, a fair market value 
of $187.50 on the date of receipt being used 
as the basis. The Tax Court stated that 
the term “recognized” as employed in Code 
section 112(1)(2)(A) was not to be inter- 
preted in the sense of being “recognizable” 
under the law, as in other code sections, 
but signified the actual treatment in fact 
accorded the particular transaction. It was 
therefore held that the recommendations 
of the Revenue Agent did not constitute a 
“recognition” of the loss, and taxpayer was 
entitled in 1941 to deduct a long-term capital 
loss of $2,200.50, being entitled to a carry- 
over basis of $5,000.00 under Code section 
113(a)(6). Bertha A. Henry v. Commis- 
stoner, CCH Dec. 15,241. 


Deductions: Expenses: Business ex- 
penses: Nontrade or nonbusiness expenses: 
Attorneys’ fees.—Taxpayer was president of 
the M company, the management of which 
formed a syndicate to acquire an option on 
certain properties from a group represented 
by X, in pursuance with the practice of 
permitting M company officers, directors, 
stockholders and employees to participate 
in new business ventures. The M company 
received a 75% interest and the X group 
received a 25% interest in the C company 
subsequently formed the exploit and proper- 
ties. Taxpayer, in 1918, acquired 1,500 
shares or 4% of C company stock issued to 
the M company. Suit was brought in 1938 
by stockholders of the C company on 
grounds of breaches by taxpayer and others 
of their fiduciary duties to M company in 
respect of the C venture. The case was 
tried in 1941. Taxpayer deducted $4,125 in 
1939 as litigation expense which was not 
allowed by the Commissioner. The Tax 
Court holds that the greater part of the 
litigation expense was paid to protect tax- 
payer’s title to his property, is not an ex- 
pense of taxpayer’s trade or business and 
is not deductible for the reason that suit was 
instituted to wrest from taxpayer title to 
the property which plaintiffs insisted had 
been procured in violation of their rights as 
minority stockholders, and the action was 
brought against taxpayer as a stockholder 
and not as the president of the M company 
engaged in a trade or business; about 15% 
of the expense is deductible as attributable 
to income, since a part of the action was to 
secure an accounting for dividends received 
by taxpayer. Harold K. Hothschild v. Com- 
missioner, CCH Dee. 15,214. 
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Family partnership: Father and son: 
Capital and services.—Taxpayer conducted 
a general business of purchasing, processing 
and selling furs, hides and pecans. During 
1941, taxpayer’s son was a student at a mili- 
tary academy and while the son was at 
home during the summer of that year, tax- 
payer executed three documents: (1) a con- 
sent giving the son permission to engage 
in business, (2) a bill of sale conveying to 
the son a one-half undivided interest in the 
business, and (3) a partnership agreement 
providing that the son would be compen- 
sated $50 per week for devoting his full time 
to the business. In September 1941 the son 
returned to school and until September 
1945, when he was discharged from the 
army, he performed no services. Under the 
bill of sale the son paid only $250 out of 
his own funds to the taxpayer. After the 
execution of the three papers, taxpayer still 
controlled, managed and did the same 
amount of work in the business and although 
one-half of the net profits were credited to 
a drawing account in the name of the son, 
no withdrawals were made by the son and 
he exercised no control over such income. 
Taxpayer also continued to support his son 
and pay his school expenses. The Tax 
Court holds that the partnership died at 
birth since the son contributed no capital 
originating with himself, did not contribute 
to the management and control of the busi- 
ness and did not fulfill his agreement to 
devote his entire time to the business. Ac- 
cordingly, the taxpayer was taxable on the 
entire income of the business. M. M. Monroe 


v. Commissioner, CCH Dec. 15,247. 


Partners and partnerships: Fathers and 
children: Capital and services.—Taxpayers 
were partners in a manufacturing business. 
In 1939 they agreed to take their children, 
the two sons of one and the two daughters 
of the other, into the partnership. On May 
16, 1940 the new partnership agreement 
was signed, conveying to each of the chil- 
dren a one-sixth interest in the partnership, 
the fathers continuing as managing partners 
and the children as investing partners. The 
children made no contributions of capital 
other than the interests in the assets given 
them by their fathers. Three of the chil- 
dren devoted very little time to the business, 
and that in simple clerical services. The 
fourth spent what time he devoted to the 
company in learning about the 

3y the partnership agreement they were 
excluded from any voice in the management 
of the company. The Tax Court holds that 
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there was no real partnership between the 
taxpayers and their children for federal in- 
come tax purposes, and the taxpayers are 
taxable on their respective one-half shares 
in the net income of the company. Com. y. 
Tower, — U. S. —, (February 25, 1946) 
[46-1 ustc J 9189] followed. John G. Scherj 
v. Commissioner; George H. Barnes and Ada 
E. Barnes Commissioner, CCH 
15,268. 


v. Dec. 


Family partnership: Husbands and wives: 
No capital or service contributions.— lax. 
payers and their wives were not partners, 
within the meaning of the Internal Revenue 
Code, in conducting the business and earn- 
ing the income of a partnership engaged 
during the taxable year 1941 in the adver- 
tising business. 
difference in factual basis, and no difference 
in principle, between the cases at bar and 
the case of Commissioner v. Tower, decided 
by the Supreme Court on February 25, 1946, 
reported at 46-1 ustc J 9189. Here, also, the 
wives invested no capital originating with 
them, made no contributions to the control 
and management of the business, and per- 
formed no “vital additional service” to the 
firm. After they were admitted to the part- 
nership the husbands continued to control 
and manage the business, in which the wives 
had no voice and of which they had very 
little knowledge. The amounts withdrawn 
by the wives were used largely for house- 
hold expenses, thus relieving their husbands 
of the burdens which were normally theirs. 
Accordingly, one-half of the net income of 
the partnership was taxable to each of the 
husbands. Leonard N. Simons v. Commis- 
stoner; Lawrence J. Michelson v. Commis- 
stoner, CCH Dec. 15,217. 


Deductions: Expenses: Officers’ salaries: 
Reasonableness.—Taxpayer was engaged in 
the business of manufacturing and selling 
various machines and tags for those ma- 
chines which are used by merchants and 
manufacturers to mark fabrics. 
principal stockholders and officers, working 
together, were almost entirely responsible 
for the success of taxpayer. The president 
was largely responsible for the sale of tax- 
payer’s products. During the taxable years 
he gave a great deal of his time to taxpayer’s 
affairs. The other officer invented, designed 
and perfected most of the machines pro- 


duced by taxpayer, and devoted his full time | 
For each of the three tax- f 


to the business. 
able years the Commissioner allowed salary 
payment of only $1,000 to the president, 
while disallowing $8,500, and allowed $24,000 
to the other officer, while disallowing, re- 
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| spectively, amounts of approximately $7,000, 


$12,000 and $38,000. Taxpayer paid bonuses 
in substantial amounts to its other employees 


i and paid substantial dividends at all times. 
| The Tax Court holds that the compensation 


paid to each officer was reasonable within 
the meaning of Code Sec. 23(a)(1)(A), and 
it was allowed in full. Soabar Company v. 
Commissioner, CCH Dec. 12,215. 


Family trusts: Discretionary distribution: 
Settlor’s age as factor: New regulations 
considered: Not correct interpretation of 
statute—In Louis Stockstrom, 3 TC 255, 
CCH Dec. 13,731, it was held that where 
broad administrative powers over the corpus 
of trusts are coupled with power retained 
by the settlor to apportion or withhold the 
income of the trust from the named bene- 
ficiaries at his discretion and to accumulate 
income in favor of a remainderman as 
against a life beneficiary, a sufficient eco- 
nomic advantage is retained by the settlor 
to justify the income of the trust to him. 
On appeal (45-1 ustc { 9243, 148 Fed. (2d) 
491, cert. denied, Oct. 8 1945), this holding 
was affirmed, but the case was reversed on 
another point. After the Tax Court deci- 
sion and that of the Circuit Court, the 
Commissioner modified his regulations by 
Treasury Decision 5488 (464 CCH { 6079) 
and Mimeograph No. 5968 (464 CCH 
{ 5968). Thereafter the Circuit Court by 
order authorized the Tax Court to recon- 
sider taxpayer’s tax liability on the income 
of those certain trusts created by him in the 
light of the changes in the Commissioner’s 
regulations. At the hearing under the man- 
date it was stipulated inter alia that the tax- 
payer-grantor was 77 years of age when he 
created the trusts. It was argued that, 
therefore, the grantor’s right to accumulate 
or distribute income of the trusts was thus 
limited to a definite term of years (the 
grantor’s life expectancy) (Myer, 6 TC 77, 
CCH Dec 14,935). It was held that such 
argument was not tenable, since if it was 
considered as having validity, then every 
estate for life would be equivalent to a term 
for years. As to the contention that the 
new regulations constitute “controlling au- 
thority”, it is held that they represent the 
Commissioner’s present construction of the 
statutory provisions here applicable but do 
not change the Tax Court’s view expressed 
in its former decision; that it is unnecessary 
to consider whether certain provisions 


) thereof cover the question here involved, 


and that, even though they did, they would 
not, in the opinion of the Tax Court, rep- 


| resent a correct interpretation of the statute. 


Interpretations 






























Accordingly, it was held that no change of 
law or fact justified a conclusion different 
from that previously reached in the case. 
Estate of Louis Stockstrom, Deceased, Arthur 
Stockstrom, Executor v. Commissioner, CCH 
Dec. 15,244. 


Individual returns: Income from com- 
munity property in California: Partnership: 
Allocation: Burden of proof: Reconsidera- 
tion on remand.—Taxpayers, father and 
son, both married prior to 1927 and residing 
continuously with their wives in California, 
were partners in a firm as jobbers, and 
wholesalers of doors, sash and glass. Be- 
ginning business prior thereto with a capital 
of about $1,500 they built up the business 
until in 1940 and 1941 the net distributive 
income thereof was $92,409.91 and $110,729.60, 
respectively. A part of this income repre- 
sented a return on invested capital and a 
part was attributable to taxpayers’ services 
and management of the business. The 
Commissioner, following the principles out- 
lined in G. C. M. 9825, X-2 CB 146, allocated 
the distributive shares of net income among 
the returns on each partner’s separate capi- 
tal investment, the community capital in- 
vestment, and_ services. The _ evidence 
showed that at the beginning of 1927 the 
capital invested in the business was 
$165,194.88, which, by subsequent withdraw- 
als in excess of earnings, was reduced to 
$144,366.81, as of the close of 1935, the 
capital balance at which time represented 
separate property of taxpayers. The sep- 
arate capital investment of the partnership 
thereafter increased through plowing back 
of earnings attributable thereto. The deci- 
sion of the Tax Court approving the Com- 
missioner’s determination was reviewed by 
the Ninth Circuit (46-1 ustc $9108, 9144) 
to re-consider its findings on the evidence. 
On remand, the Tax Court, upon additional 
evidence adduced by the parties, re-affirms 
its former decision that the amounts allo- 
cated by the Commissioner to separate 
capital investment, to community capital in- 
vestment, and to managerial services, were 
reasonable, and were essentially attributable 
to the three sources of partnership income. 
J. Z. Todd v. Commissioner; J. L. Todd v. 
Commissioner, CCH Dec. 15,288. 


Partnerships: Effect of death of partner 
on tax liability of surviving partners.—Peti- 
tioner Mary D. Walsh and her husband 
included in their income tax returns for the 
calendar year 1939 their respective shares, 
under Texas community property laws, of 
the income of a partnership of which peti- 
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tioner’s husband was a member for its fiscal 
year ended May 31, 1939. (The division 
under the community property laws is not 
in issue in this proceeding.) A trust (Wm. 
Fleming, Trustee), also a petitioner in this 
proceeding, was a member of another part- 
nership which reported on a calendar year 
basis. This trust reported on the basis of 
a fiscal year ended August 31, 1939. A 
third person, who was a member of both 
these partnerships, died on July 7, 1939. 
The Commissioner determined deficiencies 
against both petitioners, based on terminat- 
ing both partnerships on July 7, 1939, and 
including in the income of Mary D. Walsh 
for the calendar year 1939 her community 
share of the partnership income from the 
first partnership from June 1, 1939 to July 
7, 1939, and including in the income of the 
trust for its fiscal year ended August 31, 
1939, its share of the second partnership’s 
income for the period from January 1, 1939 
to July 7, 1939. 


The Tax Court holds that, so far as sur- 
viving partners are concerned, the death of 
a partner does not cut short “the taxable 
year of a partnership,” as that phrase is 
used in Code Sec. 188. It distinguishes be- 
tween dissolution of a partnership and its 
termination, and holds that the taxable year 
of the first partnership began June 1, 1939, 
and ended May 31, 1940, and that the tax- 
able year of the second partnership began 
January 1, 1939 and ended December 31, 
1939. Therefore the deficiencies should not 
have been determined against taxpavers. 


Mary D. Walsh (Mrs. F. Howard Walsh) v. 


Commissioner; TWWm. Fleming v. Commis- 
stoner; I’m. Fleming, Trustee v. Commis- 
stoner, CCH Dec. 15,237. 


TAX COURT— 
MEMORANDUM OPINIONS 


Partnerships: Tax of partners: Distribu- 
tive share of partners: Distribution based on 
capital contribution: Evidence.—On June 3, 
1941, taxpayers entered into a partnership 
agreement which specified that each would 
advance one-half of the capital needed, the 
profits and losses to be allocated equally to 
each partner. In August, 1941, taxpayers 
agreed to dissolve the partnership on Sep- 
tember 1, it being understood that A was to 
purchase the interest of B. A profit and loss 
statement prepared as of August 31, showed 
a profit to the interest of each in the amount 
of $6,105.49 and a capital investment by each 
of $13,000. Articles of dissolution were pre- 
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pared on the basis of this statement, but A’s 
lack of funds prevented the dissolution op 
September 1. Subsequent capital contriby. 
tions were made by each partner to enable 
the partnership to continue operations, and 
as of September 19, 1941, A’s capital invest. 
ment was $24,500, and that of B was $15,500 B 
A memorandum signed by each partnerh 
showed the respective investments as of Oc. 
tober 16, 1941 to be $43,000 for A and $15.50) 

for B. A postscript to this memorandum} 
likewise signed by each partner, read as fol-B 
lows: “The above unballanced [sic] cash 

investment is due to a settlement agreed on} 
by both parties as to a proposed dissolving} 
[sic] of partnership which has not been car- 

ried out of date.” On November 3, 1941, the 

partners executed the September articles off 
dissolution, over-writing in ink new dates) 
and figures to reflect the changes. Under) 
this agreement as amended B recovered his 
capital investment plus $8,900, as his share. 
of partnership profits. The adjusted part-§ 
nership return of income for the period be-)) 
ginning June 3, 1941 and ending October 31, 

1941 showed ordinary net income of $30,212.29 

The Tax Court viewed the transaction as a 

purchase by A of the interest of B, the pur-P 
chase price being the amount of the latter's) 
investment plus his distributive share of theP 
profits. The controlling inquiry therefore 

was whether $8,900.00 represented B’s dis- 

tributive share. From an “unsatisfactory’ 

record it determined: that subsequent con-) 
tribution of capital and the increase in his? 
distributive share of profits were indicative 
of B’s right to partnership profits after Sep- 
tember 1; that on some unknown date prior 
to October 16 the equal sharing of profits} 
was abandoned in favor of a new and un-f 
known proportion based upon the capitaf 
contribution of each partner with respect to 
profits which had been earned from Septem- 
ber 1 to the date of the new agreement and 
that $2,794.51 was an agreed “estimate” of 
B’s share for that period; that from said [un- | 
known] date B had no distributive share of} 
future partnership profits. Recognizing that 
the partners, after departing from the orig- 
inal agreement by unbalancing their respec: § 
tive capital contributions, were drifting along 
without a clear understanding of the effect > 
of that departure on the profit sharing ratio, § 
the Tax Court found the new agreement tof 
be a bona fide effort to fix income earned, § 
and held A’s distributive share of partner: 
ship ordinary income to be $21,312.29, and 3 
that of B to be $8,900.00. L. E. Allen v. Com- 
missioner; Charles Kauderer v. Commissioner, § 
CCH Dec. 15,233(M). F 
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Partnerships: Partnership formed by 
members of family: Good faith—In 1934 
taxpayer established a general contracting 
business. In 1935 his father was admitted 
as an equal partner upon contribution of 
capital to the enterprise. On January 1, 
1940 the father created a trust for the bene- 
fit of his wife and gave to it as its corpus 
half of his one-half interest in partnership. 
The father died on June 29, 1940 leaving a 
will giving to his wife as residuary legatee 
his remaining one-fourth interest in the busi- 
On August 10, 1940 taxpayer, individ- 
ually and as successor trustee of the trust 
created January 1, 1940, joined with his 
mother in a partnership based on verbal 
understanding to carry on the business as 
before. The verbal understanding was 
formally reduced to writing in 1943. The 
investment of taxpayer was stated to be 
that which resulted from liquidation of the 
co-partnership consisting of himself, his 
father, and his father as trustee. The in- 
vestment of the mother was described as 
consisting of the residue of the estate of the 
father. The investment of taxpayer as suc- 
cessor trustee consisted of the trust fund 
established by the father. The net profits 
were to be divided among taxpayer, his 
mother, and taxpayer as trustee in the pro- 
portion of 50 percent, 25 percent and 25 per- 
cent, respectively. The mother had no 
experience in handling construction work, 
did not contribute services to the business, 
and did not participate in a supervisory 
capacity. Taxpayer was the sole manager of 
the business after the death of his father, and 
was allowed a drawing account to compen- 
sate for his services in that capacity. The 
Commissioner determined a_ deficiency 
against taxpayer for 1941, insisting that the 
partnership was unrecognizable for tax 
purposes because it was a “family partner- 
ship,” and that the total partnership earn- 
ings for that year were income of taxpayer 
individually. The Commissioner further 
questioned the mother’s right to contribute 
to the new partnership property which had 
not been distributed to her by the due 
process of administration of her husband’s 
estate. The Tax Court found that capital 
was an essential factor in the business and 
that the mother and trustee joined in the 
new arrangement in good faith to allow the 
continuance of the business. The situation 
was brought about by death and not by a 
desire to divide or divert income. Taxpay- 
er’s interest was not enlarged by the ar- 
rangement. To the extent that the success 
of the business depended on taxpayer’s per- 
sonal services, such servcies were rewarded 


ness. 


Interpretations 








independently of his property interest in the 
business. Held, the business was a joint 
venture (Reg. 103, Sec. 19.3797-4) of which 
taxpayer owned and was taxable on no more 
than 50%. Estate of Benjamin H. Bass, 
Deceased, Blanche E. Bass, Executrix v. Com- 
missioner; George A. Bass v. Commissioner, 


CCH Dec. 15,282(M). 


Deductions: Business v. personal ex- 
penses: Allocation: Loss carry-over.—Ex- 
penditures made by taxpayer-corporation 
for the purpose of putting the corporation 
on a paying basis, where all of its stock was 
owned by one shareholder, were deductible 
as ordinary and necessary business ex- 
penses, since it was shown that the real 
estate owned by taxpayer, which in previous 
years had been devoted to recreational ac- 
tivities for the shareholders’ own use, was in 
the taxable years 1941 and 1942 used in 
carrying on a trade or business, including 
that of a fishing club. Certain other ex- 
penditures, however, such as for livestock, 
fish in stocking lake, commissions and legal 
fees, were held to be capital expenditures. 
Likewise, only those expenses found to be 
deductible business expenses of a previous 
year could be included in the computation 
of its net operating loss carry-over for the 
taxable years in question. Black Dome Cor- 
poration v. Commissioner, CCH Dec. 15,213 
(M). 


Capital gains and losses: Capital assets: 
Rented property.—The taxpayer’s income 
came mostly from mortgages. To protect 
her investments she occasionally took over 
some of the properties on which she held 
mortgages. In 1935 she foreclosed a mort- 
gage and took over real estate improved 


‘with a building which was residential but 


which had a store in the basement. The 
property was rented out to tenants and was 
held until 1941 by the taxpayer. Her in- 
structions to an agent were to dispose of the 
property as soon as a reasonable offer was 
presented. After the taxpayer sold the prop- 
erty at a loss in 1941, she claimed the loss 
was ordinary. The Commissioner claimed it 
was a capital loss, only 50% deductible. The 
Tax Court holds that although the taxpayer 
was not engaged extensively in the business 
of renting out property to tenants, she was 
in that business insofar as the property in 
question was concerned. Improvements on 
that property were subject to an allowance 
for depreciation, were not capital assets under 
Code Sec. 117(a) (1) and consequently the loss 
thereon was an ordinary loss, deductible in 
full. Grace De Vinne Goldsmith v. Commis- 
sioner, CCH Dec. 15,209(M). 
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STATE TAX 


ALABAMA 
October 1 
Automobile dealers’ reports due. 
Alcoholic beverage licenses, except dis- 
tributors’ and wholesalers’, must be 
renewed. 
Poll tax due. 
Property tax returns due. 
Utilities’ annual gross receipts taxes and 
reports due. 


October 10—— 

Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 


October 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Telegraph and express companies’ annual 
licenses delinquent. 


October 20 

Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 

Consumers’ or users’ carbonic acid gas 
for beverages quarterly reports and 
taxes due. 

Vendors’ or consumers’ quarterly reports 
and use tax payments due. 


October 30 


Forest product manufacturers’ and pro- 
ducers’ quarterly reports and payments 
due. 
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CALENDAR 


October 31 


Chain stores’ applications for license re- 
newals and fees due. 





ARIZONA 





First Monday: 
First half of real estate and secured per- 
sonal property taxes due. 
October 5—— 
Alcoholic beverages licensees’ report due. 


Second Monday 


Tax due on unsecured personal property 
within $200 value. 


October 10—— 
Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 

October 15—— 


Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


October 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 





ARKANSAS 
October 1 
Property taxes delinquent after this date. 


October 10 
Alcoholic beverages consumers’ sales taxes 
due. 
Cigarette reports due. 
Motor fuel carriers’ reports due. 
Natural resources severance tax report 
and payment due. 7 


October 15—— 


Alcoholic beverage reports due. 
Oil and gas reports and payments due. 


October 20 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


October 25—— 


General gasoline taxes and reports due. 
Motor vehicle report on fuel brought into 
state due. 
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CALIFORNIA 


October 1 


Common carrier distilled spirits tax re- 
port and payment due. 

Gasoline tax report and payment due. 

Railroads, express companies, freight for- 
warders, operators of vessels, motor 
transportation brokers and motor car- 
riers file quarterly reports of gross 
operating revenue and pay fees. 


October 10 


Petroleum and natural 
monthly reports due. 


October 15—— 

Motor fuel importers’ reports due. 

Sales and use tax quarterly returns and 
installments due. 

Los Angeles sales tax quarterly returns 
and taxes due. 

Non-beverage alcohol reports due. 

Beer and wine report and tax due. 

Distilled spirits report and tax due. 

Use fuel tax report and tax due. 


October 20 


Motor carriers’ gross receipts tax due. 
Mortgage insurers’ monthly reports due. 








gas companies’ 








COLORADO 
October 5 
Alcoholic beverage manufacturers’ reports 
due. 


Motor carriers’ tax due. 


October 10—— 
Motor carriers’ reports due. 


State Tax Calendar 


































October 15—— 


Coal mine owners’ reports due. 

Coal mine owners’ inspection tax due. 
Income tax third installment due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 


October 25—— 


Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payments due. 





CONNECTICUT 
October 1 
Gasoline tax due. 
October 10—— 


Cigarette tax report due. 


October 15—— 
Gasoline and use fuel tax reports due. 


October 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
October 15—— 
Bank share tax due. 
Filling stations’ gasoline tax reports due. 
Railroads’ quarterly taxes due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 
October 25—— 


Warehouses’ quarterly reports due. 


October 30—— 
Personal income tax installment due. 


October 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 


October 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 


October 15—— 


Tax on beer due. 
Second installment of income tax due. 


October 25—— 
Gasoline tax report and payment due. 
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FLORIDA 

October 1 

All license fees, except as otherwise pro- 
vided, due. 





Annual corporate and franchise 


tax delinquent. 


report 


Express company gross receipts and tax 
due. 

Motor transportation companies’ reports 
and taxes due. 

Railroad, refrigerator and tank car com- 
panies’ annual reports and license fees 
due. 


Sleeping and parlor car companies’ annual 
report and license tax due. 
October 10 


Agents’ and wholesalers’ cigarette tax re- 
ports due. 





Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


October 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


October 25—— 


Oil and gas severance reports and taxes 
due. 


GEORGIA 





October 10 
Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


October 15 


Malt beverage tax report due. 


October 20—— 
Gasoline tax report and payment due. 








IDAHO 
October 10 
Dairy products substitutes dealers’ reports 
due. 
October 15—— 
Auto transportation companies’ . state- 


ments due. 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 


Cigarette wholesalers’ drop shipment re- 
ports due. 


Electric generating companies’ kilowatt 
hour statement and tax payment due. 
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Fuel dealers’ reports and tax payments 
due. 


Gasoline dealers’ tax report and payment 
due. 


Public utilities’ statement and tax due. 


October 31 
Beer tax, additional, due. 





ILLINOIS 
October 10—— 


Insurance surplus line brokers’ reports due. 
Motor carriers’ mileage tax due. 


October 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 


October 20—— 


Gasoline tax report and payment due. 


October 31 


Gasoline transporters’ tax report due. 





INDIANA 
October 1 


Alcoholic vinous beverage tax due. 
October 15—— 

Alcoholic vinous beverage tax due. 

Fuel use tax reports and payments due. 


October 20 
Bank share tax report and payment due. 








Building and loan associations’ intangibles 
tax reports and payments due. 


October 25—— 


Gasoline tax report and payment due. 


October 31 
Gross income tax quarterly return and 
payment due. 





IOWA 
October 1 


Fourth installment of motor carrier com- 
pensation tax due. 


October 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 


Class “A” permittees’ beer tax report and 
payment due. 
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October 20-—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Quarterly retail sales tax due. 





nt 


Quarterly use tax due. 


KANSAS 
October 5—— 


Cigarette distributors’ reports due. 


October 10 


ne \lcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 





\alt beverage dealers’ reports and taxes 

due. 
October 15—— 

utter and ice cream manufacturers’ and 
milk condenseries’ tax due the State 
Dairy Commissioner. 

Carriers’ gasoline and fuel use tax reports 
and fees due. 

Compensating tax report and payment due. 

Motor carriers’ gross ton mileage tax re- 
port and payment due. 


Second installment of income tax 
calendar year corporations due. 


October 20 


Sales tax report and payment due. 


for 





Special fuel use tax report and payment 
due. 


October 25 


Gasoline tax report and payment due. 














KENTUCKY 
- October 1 
bles Second half of ad valorem taxes in cities 
ot second class due. 
October 10 
} Amusement and entertainment report and 
tax due. 
Cigarette tax reports due. 
and Refiners’ and importers’ gasoline tax re- 
port due. 
; October 15 
f ° 
Alcoholic beverage reports due. 
sm- | Fuel use tax reports and payment due. 
E Passenger carriers’ mileage tax due. 
Fe Public utilities’ gross receipts tax reports 
ie and payment due. 
October 20-—— 
and & Oil production tax report and payment 


due. 
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October 31—— 






































Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
October 1 


Franchise tax return and payment due. 
Tobacco wholesalers’ reports due. 


October 10 
Alcoholic beverage importers’ reports due. 








Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


October 15—— 
Alcoholic beverage carriers’ reports due. 


Intoxicating liquor manufacturers’ and 


dealers’ reports due. 

Lubricating oil carriers’ reports due. 
Tobacco report due. 

October 20—— 
Alcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 


Lubricating oil dealers’ reports and tax 
due. 


New Orleans City sales and use tax re- 
ports and payment due. 
Sales and use tax report and payment due. 


October 31—— 
Gas gathering tax reports and payment due. 


Natural gas pipe lines reports and taxes 
due. 


Public utilities’ license tax reports due. 


Severance tax reports and payments due. 


MAINE 
October 10—— 


Malt beverages manufacturers’ and whole- 
salers reports due. 


October 15—— 
Use fuel tax report and payment due. 


October 31—— 
Gasoline tax report and payment due. 


MARYLAND 
October 5—— 


Public passenger motor vehicles’ report 
of excess operations due. 
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October 10 
Admissions tax payment due. 


October 15—— 


Third installment of income taxes due. 


October 31 


Report of purchasers of cargo lots of 
motor fuel due. 





Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 
October 1 


Last half of personal income tax due. 





Property taxes (second installment) due. 


October 10 


Alcoholic beverage excise tax report and 
payment due. 





Meals excise tax report and payment due. 


October 20 
Cigarette distributors’ tax report and pay- 
ment due. 





(income) 
dealers and 


Remainder of excise 
including security 
owners, due. 


taxes, 
ship- 
Net income tax on banks due. 


October 31 
Motor fuel tax report and payment due. 





MICHIGAN 
October 1 


Oil and gas producers’ severance tax and 
> 
reports due. 


October 5—— 
Carriers’ gasoline tax report and payment 
due. 





October 10—— 
Common and 
fees due. 
October 15 
Sales and use 
due. 
October 20 


Distributors’ gasoline tax report and pay- 
ment due. 


contract carrier report and 





tax reports and payments 





Last day to make gas and oil severance 
tax report and payment. 





October 31 


Common and contract carriers’ quarterly 
report due within 30 days. 
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MINNESOTA 
October 10—— 


Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage reports due. 


October 15—— 
Interstate motor carriers’ mileage tax due, 




















October 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
MISSISSIPPI 
October 1 
Oyster inspection and shrimp tax due. 
October 5—— 


Factories’ reports due. 


October 10 


Admissions tax reports and payment due. 


October 15—— 
Alcoholic beverages reports due. 
Gasoline tax reports and payment due. 


Report of manufacturers, distributors and 
wholesalers of tobacco due. 


Sales tax reports and payment due. 


Timber severance tax reports and pay- 
ment due. 


Use tax reports and payment due. 
October 25—— 
Oil severance tax and report due. 


October 30-—— 


Commercial credit and finance companies’ 
quarterly privilege tax payment due. 








MISSOURI 
October 1 
Express and railroad corporation reports 
due. 


Warehouse commissioners’ reports due. 


October 5—— 


Non-intoxicating beer permittees’ report 
due. 


October 15 


Alcoholic beverage report due. 
Retail sales tax reports and payment due. 


October 25 
Use fuel tax report and payment due. 


October 30 
Mining statement and inspection fees due 
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MONTANA 


October 15—— 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 


Report and payment of brewers, whole- 
salers and transporters of beer due. 


Second installment of income tax due. 


October 20. 


Reports of producers, transporters, deal- 
ers and refiners of crude petroleum due. 


October 25—— 
Pipe line companies’ annual reports due. 





NEBRASKA 
October 1 


Equalization fees due county treasurer in 
lieu of gasoline tax. 





October 5—— 
Grain warehouse operators’ reports due. 


October 10 
Employment agencies’ reports due. 





October 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 


All monthly motor vehicle fuel tax re- 
ports and payments due. 


Gasoline sales and use tax reports and 
payments due. 


Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 


NEVADA 
October 10—— 
Liquor reports of out-of-state vendors due. 


October 15—— 
Gasoline carriers’ tax report due. 
Liquor reports of importers and manufac- 
turers due. 
October 25—— 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 

October 1 

Intangibles income tax due. 
Savings bank tax due. 


State Tax Calendar 











October 10—— 


Alcoholic beverages reports due; permit- 
tees’ payment due. 

Unlicensed fire insurance companies’ agents’ 
monthly reports due. 


October 15—— 


Use fuel tax report and payment due. 

Railroad, telephone, telegraph, express, 
gas and electric utility companies’ taxes 
due. 


October 31 
Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 





NEW JERSEY 
October 1 


Assessment date for 
personal property. 


October 10—— 


Municipalities’ busses’ gross receipts re- 
port and tax due. 

Municipalities’ jitneys’ gross receipts re- 
port and tax due. 

Report and excise tax on interstate busses 
due. 


October 31 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 

ment due. 





real and tangible 





NEW MEXICO 
October 1 
Merchants’ license tax due. 


October 15—— 


Occupational gross income tax reports 
and payment due. 

Oil and gas conservation report and pay- 
ment due. 

Severance tax and report due. 

Third installment of income tax due. 


October 20. 


Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 

Last quarterly installment of electric, 
gas, water and steam companies’ gross 
receipts fee due. 


October 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


October 30 
Oil and gas production tax reports due. 
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NEW YORK 





October 1 





First half of New York City property 
taxes due. 


October 15—— 


Last day for payment of third quarter 
of personal income tax where returns 
are based on calendar year. 





October 20 
Alcoholic beverage taxes and reports due. 
New York City sales and compensating 

use tax return due and tax payable. 
New York City tax on occupancy of hotel 
rooms return due and tax payable. 


October 25—— 
New York City conduit companies’ taxes 
and reports due. 
New York City public utility excise re- 
turns and payments due. 
Utilities taxable under Sec. 186-a, Tax 
Law, file quarterly reports and pay tax. 





October 31 


Gasoline tax reports and payment due. 


NORTH CAROLINA 
October 10 


Carriers’ gasoline tax reports due. 





Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 


Unfortified wine additional and 


ports due. 


tax re- 


October 15 


Income tax payments of those not on 
fiscal year basis due. 





Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


October 20 
Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 





Gasoline and other motor fuels taxes and 
reports due. 


NORTH DAKOTA 





October 1 
Oil inspection reports due. 
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September, 


October 10—— 
Cigarette distributors’ tax due. 


October 15—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Liquor transaction invoices and tax due. 
Second half of real estate taxes delinquent. 


October 20-—— 
Sales and use tax quarterly return and 
payment due. 


October 25—— 


Use fuel tax reports and payment due. 


October 31—— 
Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 





October 6 


Last day to file cold storage warehouse 
quarterly report. 


October 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 


October 15—— 
Use tax report on cigarettes due. 
Use tax reports and payments due. 


October 20 
Dealers’ gasoline tax reports due. 





October 31 


Carriers’ gasoline tax report due. 





Gasoline tax due. 
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October 1 
\nnual report of freight car tax due. 


OKLAHOMA 





Excise tax on petroleum, report and tax 
due. 


Oil, gas and mineral gross production re- 
ports and payment due. 


Reports from railroads using leased equip- 
ment due, 


October 5—— 


Reports from mines, other than coal, due. 


October 10—— 
\irports’ gross income report and tax due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage re- 
ports and payment due. 


October 15—— 
(;asoline dealers’, retailers’ and carriers’ 
reports due. 


Inspection tax on petroleum products, re- 
port and tax due. 


Quarterly returns and taxes for taxpayers 
with monthly sales taxes not exceeding 
$5 due. 


Sales tax reports and payment due. 
Tobacco products reports due. 





October 20 
Coal mine operators’ report due. 
Gasoline distributors’ reports and payment 

due. 
Fuel use tax report and payment due. 


Use tax reports and payment due. 





October 30 


Cotton manufactories’ gross production 
quarterly returns and taxes due. 


Oil and gas purchasers’ quarterly reports 
due. 


October 31 


Fur dealers’ reports due. 





OREGON 
October 1—— 
Excise (income) tax third installment due. 
Special motor carriers’ monthly fees due. 


October 10—— 


Oil production tax reports and payment 
due. 


State Tax Calendar 





October 15—— 


Personal income tax third installment due. 


October 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


October 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
October 10—— 


Importers of spirituous and vinous liquors 
report due. 


Malt beverage reports due. 


October 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


October 31 
Gasoline tax reports and payment due. 





RHODE ISLAND 





October 10 


Manufacturers’ alcoholic beverage report 
due. 


Tobacco product tax reports due. 


October 15—— 


Gasoline distributors’ monthly report and 
tax due. 


Employment reports due. 
















































SOUTH CAROLINA 





October 1 


Corporate charters of domestic corpora- 
tions are annulled if the franchise tax 
is not paid on or before this date. 
October 10—— 
Admissions tax reports and payment due. 
Alcoholic liquor wholesalers’ report due. 
Beer and wine wholesalers’ report due. 


Power tax and report of public utilities 
due. 


Soft drink tax report and payment due. 
October 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
October 31 


Motor vehicle registration applications 
to be filed on or before this date. 








SOUTH DAKOTA 
October 1 


Motor carriers of passengers tax due. 
Public grain warehouse reports due. 
October 10 

Employment agency reports due. 


Interstate motor carriers’ reports and 
taxes due. 


October 15—— 
Alcoholic beverage reports due. 








Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 

Sales tax reports and payments due. 

Sales tax report by operators of pin ball 
machines, other mechanical devices for 
amusement, pool and billiard tables, etc. 
due. 

Use tax report and payment due. 


October 20 





Passenger mileage tax due. 
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October 31—— 

Income tax, second installment, on national 
banks and other banks and financial 
corporations due six months after filing 
return. 





TENNESSEE 


October 5—— 
Quarterly report of oils and volatile sub- 
stances due. 


October 10——— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages re- 
port. 


October 15—— 
Carriers of use fuel report due. 
Users of fuel file report. 


October 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 





TEXAS 
October 1 
Cigarette distributors’ and solicitors’ re- 
ports due. 


General property taxes due. 

Luxury excise tax reports and payments 
due. 

Sulphur production taxes and reports due. 

Public utilities gross receipts taxes and 
reports due. 


October 15 
Tax remittance and report due from oleo- 
margarine dealers. 


October 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services reports and gross 
receipts tax payments due. 
Users of liquefied gases and liquid fuel tax 
reports and payment due. 


October 25—— 
Admissions taxes and reports due. 
Carbon black production tax report and 

payment due. 
Oil production tax reports and payment 
due. 
Prizes and awards of theatres tax reports 
and payment due. 


October 31 


Natural gas production tax and report 
due. 
Oil carriers’ report due. 














UTAH 
October 1—— 
Gasoline distributor’s and retail license 
fee due. 


October 10—— 
Monthly report of dealers and manufac- 
turers of alcoholic beverages due. 
Carriers’ reports of use fuel deliveries due. 


October 15—— 
Use fuel tax report and payment due. 


October 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
October 10—— 

Alcoholic beverage tax reports and pay- 

ment due. 
October 15—— 

Electric light and power companies’ re- 
port and tax due. 

Railroad, steamboat, car, transportation, 
telephone, telegraph and express com- 
panies’ tax installments due. 

October 20-—— 


Alcoholic beverage manufacturers’ returns 
due. 


October 31 
Gasoline tax reports and payment due. 


VIRGINIA 
October 10—— 
Beer dealers’, bottlers’, and manufacturers’ 
reports due. 


October 20—— 
Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


October 31 


Gasoline tax reports and payment due. 
Quarterly licenses expire. 


WASHINGTON 
October 10-—— 
Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 
Motor fuel import reports due. 


October 15—— 
Butter substitutes reports and payment 
due. 
Cigarette reports due. 


Auto transportation companies’ reports 
due. 


October 20—— 
Butterfat tax due. 
Use fuel tax reports and payment due. 
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October 25—— 
Gasoline tax reports and payment due. 


WEST VIRGINIA 
October 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 

Quarterly installment of public utility 
privilege taxes due. 

Winery and distillery licensees’ reports due. 


October 15—— 


Sales tax reports and payments due. 


October 31 


Gasoline tax reports and payment due. 
Quarterly reports and payments of busi- 
ness and occupation tax due. 


WISCONSIN 
October 1 
Beer tax reports due. 


October 10—— 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


October 15—— 
Railroad, telegraph, express and sleeping 
car companies’ second half of tax due. 


October 20 
Gasoline tax reports and payment due. 


WYOMING 
October 10 
Carriers’ gasoline tax reports due. 


October 15—— 

Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Quarterly sales and use tax returns and 
payments for taxpayers with monthly 
returns not exceeding $10. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports due. 
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FEDERAL TAX 


October 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


October 15. 


In the case of individuals, other than farm- 
ers, with fiscal year beginning August 1, 
declaration of estimated tax and first 
payment is due. 





Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on July 30. 
Forms 1120, 1121, and 1041. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for Septem- 
ber. Form 828. 

Due date, by general extension, of returns 
for year ending April 31 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office 
or place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of account abroad; (4) do- 
mestic corporations whose principal 
income is from sources within the pos- 





CALENDAR | 


sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120 and 1121; (5), 
Form 1040. 


Due date, by general extension, of nontax- 
able returns for fiscal year ending May 
30, in the case of fiduciaries for estates 
and trusts, but not returns of beneficiaries 
or other distributees of such estates or 
trusts. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for September, 
Form 957. 


October 31—— 

Returns for excise taxes due for July. 
Forms 726, 727, 728, 728(a), 729, 932. 

Due date for quarterly return and pay- 
ment (by depositary receipts or cash) 
of taxes withheld by employers during 
preceding quarter. Form W-1. 

Quarterly return of tax withheld at the 
source on corporate and government 
bond interest is due. Form 1012. 





| WASHINGTON TAX TALK—Continued from page 907 | 


The Calendar and Control Group pre- 
pares the various calendars of cases selected 
for hearing by each Council member and 
maintains a card-index system showing the 
status of all cases. 


The Statistical Group compiles data in 
reference to all cases filed with the Council, 
showing a compendium of information. It 
makes a monthly report of the number of 
cases filed and closed and amounts involved 
and prepares a miscellany of reports as 
assigned. 

The Mail, Files and Messenger Group 
maintains all case files and records for the 
Council, sorts and distributes mail, renders 
messenger service to the Council, and main- 
tains and distributes office supplies. 


It Made Milwaukee Famous 

The Department of Agriculture recently 
reduced by 30% the amount of grain avail- 
able for brewers. Besides losing our beer, 
we are going to lose through the public 


926 





purse. Congressman Biemiller of Wisconsin 
points out: 

“The following estimates, on an annual 
basis, of the economic impact of the 30- 


percent reduction I believe are reliable 
enough for practical purposes: 

“First. The Federal Government will 
lose: 


“(a) Excise taxes on beer, $270,000,000. 
“(b) Corporate income taxes, $60,000,000. 


“Second. 
lose: 


“(a) Taxes on beer, $56,000,000. 


“(b) Miscellaneous license and permit fees, 


$14,000,000. 
“Total loss of public revenues, $400,000,000. 


“The 


States and municipalities will 


30-percent grain reduction will 
amount to 27,000,000 bushels of various 
grains; thus, for each bushel saved, the 
Public Treasury pays about $15, or 10 times 
the value at which the grain can be bought 
on the open market.” 
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An Important New CCH Book 
that you will want to know about... 


ALLOCATION or INCOME jieeaieaa 
1n STATE TAXATION 


By George T. Altman, Attorney at Law and Certified 
Public Accountant; Professor of Tax Law, University of 
Southern California 


and Frank M. Keesling, Attorney at Law; Former 
Counsel to the Franchise Tax Commissioner of 
California 


e Here, at last, is an authoritative handbook dealing with the special state income 
tax problems which arise in the case of taxpayers deriving income within the taxing 
|. power of more than one state. 


Tax Laws... As They Are - - And As They Should Be 


Carefully explained are the provisions and principles now applicable in determin- 
ing what portion of income each state can and does tax. But the authors are not 
content with clearly analyzing, helpfully clarifying, the confusing mass of heteroge- 
neous and disordered allocation provisions now in effect among the various states. 
In addition, they present a practical, workable plan for ending the chaos in those 
provisions and principles. Thus, this new work is at once a practical guide to the 
present and a lantern to light the way to better, more uniform conditions in the future. 


The Whole Story ... Step by Step 


Complete, informative, the book is logically divided into well-roynded discussions 

| on:—Nature and Importance of Allocation—Constitutional Limitations—Allocation 

According to Domicile and Residence—Theory of the Apportionment Formulae— 

Allocation Formulae in Allocation Methods—among others. Throughout, ample ref- 
erence to precedent is provided in the footnotes. 


| — Pays Real Dividends in Use 


Written, as it is, by practical Tax Men out of intimate experience in the actual 
handling of allocation matters, ALLOCATION OF INCOME IN STATE TAXATION 
will prove invaluable to everyone concerned with these troublesome problems. 


In all, 263 pages, 6 x 9 inches, durable covers, gold stamped, $4. 


Commerce Clearing House, Inc. Use This Handy Form 
214 N. Michigan Ave. 


Chicago 1, Illinois 
Send copies of Allocation of Income in State Taxation by Altman and Kessling. 


In all, 263 pages, 6x9 inches, durable hard bound, gold stamped covers. Price $4 a 
copy. Returnable in 15 days for full credit if we wish. 


Signature...... 
eh as Me etn ees ns tats Sane Sanaa a GI On lV a OI ei 


Attention .. 


St. & Number... pig dle veunsiaca aeons 


City & Zone EE OR RO RR RT TS a ; 
2M/6081161 


Gurrent Bop 
ol. 
in the Field of Taxation 


Federal Tax Course 


CCH Federal Tax Course 1946-1947. George 
T. Altman: Commerce Clearing House, Inc., 
1946. $12.50. 


Each year, since 1940, the CCH Federal 
Tax Course has been published in a one 
volume ring binder. 


This 1946-1947 edition of the Federal Tax 
Course is completely revised, greatly ex- 
panded and improved throughout, reflecting 
all statutory changes through the 79th 
Congress, Second Session (adjourned August 
2, 1946). A wealth of collateral working 
and reference material adds to its over-all 
usefulness. 


The Course spans the entire system of 
federal internal revenue with emphasis on 
the income tax, frequently referred to as 
the back-bone of federal taxation, and in- 
cludes comprehensive coverage of the gift 
tax, estate tax, excise taxes, and the repealed 
capital stock tax, excess profits tax, and de- 
clared value excess profits tax. 


Written with a view to study as well as 
reference, the Course can be of great value 
to the professional man, staff members, 
trainees, juniors and students alike. It con- 
tains a glossary of tax terms; a tax calendar 
of due dates of returns; thirty-four chapters 
of explanatory text, liberally illustrated with 
pointed examples; 553 problems taken from 
the files of accountants and lawyers and 
their corresponding solutions. 


Allocation of Income 


Allocation of Income in State Taxation. 
George T. Altman and Frank M. Keesling. 
Commerce Clearing House, Inc., 1946. 263 
pages. $4.00. 


The allocation and apportionment of in- 
come among the states is an everyday prob- 
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lem to the thousands of taxpayers whose 
holdings of property or activities, or both, 7 
extend into more than one state. In this 9 
book Mr. Altman and Mr. Keesling analyze 
this situation, step by step, state by state. 
In all phases of the subject the authors 


have found “inconsistent, conflicting and 7 


overlapping rules of practice.” 


Besides presenting a clear cross-section of |7 
the ‘“‘stupidly heterogeneous and disordered | 
mass of allocation provisions, full of knots | 
of duplication and vacua of omission,” the| 
authors propose a solution which “is not} 
intended to suggest any curtailment of state | 
taxes derived from interstate commerce.” 
The authors continue, “All that taxes on in- 
terstate commerce need are uniformity of 
method and avoidance of overlapping. This 
Congress can accomplish by 


“1. Prescribing in detail a uniform pat- 
tern of state taxation without adherence to | 
which no state can collect taxes on receipts | 
or income derived from interstate commerce 
even though under a general, non-discrimi- 
natory tax; 


“2. Creating a federal tribunal of first resort 
for resolving, on petition by the taxpayer, 
conflicts among the states in determinations 
of either law or fact.” 


Airport Financing 


Terminal Airport Financing and Manage- 
ment. Lynn L. Bollinger, Alan Passen and 
Robert E. McElfresh. Harvard University | 


Graduate School of Business Administra- & 
tion, 1946. 385 pages. $4.25. i 


6 


Revenue Administration 


Revenue Administration—1945. Federation Ff 
of Tax Administrators, Chicago, 1946. 63 
pages. 


September, 1946 @ TAX ES—The Tax Magazine 3 
; 


3 





—— KEEP YOUR COPIES IN FILE 


e 

You can always find that im- 
portant article you need, when 
you want it. Each binder holds 
twelve issues. Any issue quickly 
inserted or removed. Handsome, 
durable black covers, gold 
stamped: TAXES—tThe Tax 
Magazine. Window label shows 
contents by year. 


Price $2 each 


The TAX MAGAZINE 


214 N. MICHIGAN AVE., CHICAGO 1 





